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Antitrust Laws and Their 
Application to Banking 


EDWARD G. GRUIS 


INTRODUCTION 


The recent consummation of several large New York bank 
mergers has again focused attention on the application and 
effectiveness of the antitrust laws to the field of banking. 
More than 600 commercial banks throughout the United States 
have disappeared by way of merger or consolidation since 
World War II, and now this trend has been highlighted by the 
consolidation of such New York banking giants as Chase Na- 
tional Bank with the Bank of Manhattan Company, First Na- 
tional Bank of New York with the National City Bank of 
New York, Chemical Bank & Trust Company with the Corn 
Exchange Bank Trust Company, and Bankers Trust Com- 
pany with the Public National Bank. These consolidations 
with competitor banks have resulted in the elimination of four 
of New York’s larger banks. Strong critics of these banking 
mergers contend that if this present trend continues, there 
will soon be a banking oligopoly equivalent to that of Great 
Britain where five “big” banks control 75% of England’s 
financial resources." The major reasons given in support of 
many banking mergers are: (1) to provide for the growing 
need for diversification in deposits, investments and services; 
(2) to keep up with the bigger demands for credit from ex- 
This paper was originally prepared for a seminar on Trade Regulation at the George 
Washington University Law School. It is reprinted from 24 GEORGE WASHINGTON 
LAW REVIEW 89 (1955). 


Mr. Gruis is a member of the District of Columbia and Indiana Bars; Trial Attorney, 
Antitrust Division of the Department of Justice. 

The statements and opinions contained herein do not necessarily reflect the views or 
opinions of the Department of Justice. 

1 See remarks of Congressman Emanuel Celler in a letter to Ray M. Gidney, comptroller 
of the Currency, Press Release of March 21, 1955; Excerpts of this release are found 
also in The Wall Street Journal, March 21, 1955, New York, N.Y., p. 5. 
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panding industries; (8) to provide for succession by bringing 
in younger experienced banking executives; and (4) to meet 
the vigorous competition of such financial institutions as sav- 
ings and loan associations and insurance companies.” 

Legal implications of the antitrust laws cannot be separated 
from the economic conditions or practices which they were 
designed to reach, but this article is directed primarily to show- 
ing how the existing antitrust laws operate with respect to 
banks, not to the economic justification or condemnation of 
banking mergers under the antitrust laws. There has long 
been considerable uncertainty in the application of antitrust 
laws to the field of banking,’ and this speculation and indecision 
has been magnified since the 1950 amendment of Sections 7 
and 11 of the Clayton Act.* Much of the confusion is a result 
of the divided administrative and regulatory authority of the 
Board of Governors of the Federal Reserve System, the Comp- 
troller of the Currency, the Federal Deposit Insurance Cor- 
poration and other Federal and State agencies. Broad, gen- 
eral statutes, such as the antitrust laws, are not always easily 
reconcilable with highly specialized federal and state banking 
laws and the policy which underlies them. Moreover, the 
dearth of case law and professional articles on this subject has 
contributed to the vagueness and incertitude. The purpose 
of this article is to consider the extent to which the antitrust 
laws apply to banking transactions, and where jurisdiction for 
enforcement and prosecution of violations of the Sherman and 


Clayton Acts lies. 


BANKING STRUCTURE OF THE 
UNITED STATES 


Some regard must first be given to the structure of the 
banking system of the United States and to the different func- 
tions loosely referred to as “banking” as this becomes significant 
in determining when a particular banking practice or trans- 
action would come under scrutiny as a possible antitrust vio- 
lation. 


2 Id.; See also Tyng, “The Rising Tide of Bank Mergers,” the Journal of Commerce, 
(Reprint of a series of ten articles), New York, N.Y., 1955. 

3 Berle, Banking Under the Antitrust Laws, 49 Couum. L. Rev. 589 (1949). 

#38 Srar. 730 (1914), as amended 15 US.C. §§ 18, 21 (1952). 
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National banks are created by federal legislation, and 
though their shares are privately owned, they are quasi-public 
institutions and citizens of the state where they are located.* 
They are chartered and supervised by the Comptroller of the 
Currency. The powers of national banks are measured by the 
National Bank Act,° and these powers are entirely coincident 
with the attributes of banking corporations as defined by the 
law merchant.’ Ordinary principles of corporate law are 
equally applicable to national banks. The functions of na- 
tional banks are closely integrated with the Federal Reserve 
System. National banking associations located within federal 
reserve districts are required to subscribe to the capital stock 
of Federal Reserve Banks and become thereby members of 
the Federal Reserve System.® 

Federal Reserve Banks, however, must be distinguished 
from national banks. Federal Reserve Banks are commonly 
referred to as “banker’s banks” and are charged with maintain- 
ing sound credit conditions by engaging in open market secur- 
ity transactions, fixing rediscount rates, and providing for ad- 
vances or credit accommodations to member banks.’ Federal 
Reserve Banks are so closely linked with the government that 
they are not “national banking associations” within in mean- 
ing of 28 U.S.C. § 1348. 

Any banking institution incorporated or organized under 
the general laws of any State or of the United States may also 
become a member of the Federal Reserve System providing it 
complies with certain requirements.*° State member banks, 
for example, are then subject to the rules and regulations of 
both the Board of Governors of the Federal Reserve System 
and the State in which they operate. This dual banking con- 
trol by the State and Federal Government raises a possible con- 
flict with the antitrust laws. 

Congress has attempted to preserve and maintain, within 
5 ZoLLMAN, BANKS AND BANKING, § 283 (1936). 

6 18 Srar. 123 (1874), 12 U.S.C. § 88 (1952). 

7 First National Bank of Lyons v. Ocean National Bank, 60 N.¥-. 278, 288 (1875). 

8 38 Srar. 251 (1918), as amended, 12 U.S.C. § 281 (1952). National banks located in 
Alaska, in a United States dependency or insular possession, or in any part of the 
United States outside the continental United States, may remain non-member banks. $8 
Srar. 270 (1913), 12 U.S.C. § 466 (1952). 


938 Srar. 254 (1913) as amended, 12 US.C. § 301 (1952). 
1038 Srar. 259 (1913) as amended, 12°U.S.C. §§ $21, $24 (1952). 
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limitations, the right of a State to choose and apply its own 
policy to banking. The National Bank Acts cut through State 
control, but in passing these Acts Congress did not intend to 
occupy the entire field of banking.** Federal Reserve member- 
ship and Federal Deposit Insurance Corporation association 
is a voluntary decision to be made by State banks. State policy 
can be a powerful factor in authorizing, or even requiring cer- 
tain forms of organization, agreement, cooperation, and pre- 
vention of competition among State-chartered banks.’ The 
policy of the State of New York is declared in its banking law: 


. . . [T}he business of all banking organizations shall be super- 
vised and regulated . . . in such manner as to.. . eliminate unsound 
and destructive competition among such banking organizations 
and protect the public interest and the interests of depositors, 
creditors, shareholders and stockholders.” 


This indicates the extent to which State policy can be a 
significant factor in a practice or agreement inconsistent with 
the antitrust laws. The private banking arrangements or 
agreements must be authorized and directed by State law, that 
is, they must be in fulfillment of a State-made policy, not mere- 
ly a private agreement which the State may license or accept."* 
A State might declare by legislation that competition for de- 
posits is contrary to public policy, and direct banks not to com- 
pete for deposits by offering competing rates of interest on 
daily balances. Any concerted action among banks, however, 
must be in consonance with a precise, formal use of State au- 
thority to be available as a defense in an antitrust proceeding.” 

In addition to the banking structure outlined above, Title 
12 of the United States Code also makes provision for the 
creation and operation of Federal Land Banks,” and the Fed- 
eral Deposit Insurance Corporation.’ This latter corporation 


11 Berle, supra note 8, at 594. 

12 See United States v. The Mortgage Conference of New York, et al., CCH 1948-1949 
Trade Cas., 1 62,278 (S.D.N.Y. 1948). 

13 See N.Y. Banxinec Law § 10. 

14 See Parker v. Brown, 317 U.S. 341 (1948), where an agreement made under the then 
California Agricultural Prorate Act which would have otherwise violated the Sherman 
Act was held legal. 

15 See United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 255, 226 (1940), where 
Federal Government acquiesence in a condemned practice was not a defense of specific 
congressional authorization. 

16 $9 Srar. 362 (1916) as amended, 12 U.S.C. $672 (1952). 

1764 Srat. 873 (1950), 12 US.C. § 1811 (1952). 
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insures deposits of both member and non-member banks if they 
conform to its standards. 


ANTITRUST PROVISIONS APPLIED TO BANKS 


The antitrust laws have a different application to the vari- 
ous levels of the banking structure of the United States, and 
this application will also vary according to the different bank- 
ing functions. Deposit banking practices and the policy which 
underlies them may be considered one way for possible antitrust 
violations; ancillary commercial banking arrangements such as 
mortgage, home loan and investment banking, may be treated 
another way. It is well recognized that deposit banking opera- 
tions have a direct bearing on the supply of credit, the value 
of the dollar, the volume of money, and perhaps even the sta- 
bility of the whole currency system."* Admittedly, a high 
degree of uniformity and cooperation between banks is es- 
sential both for security and to provide the services depositors 
require from their banks. The preservation of competition 
cannot, therefore, be the only criterion used in evaluating bank- 
ing functions under the antitrust laws. 

When deposit banking operations serve as a base for an- 
cillary agreements which restrain trade or tend to create a 
monopoly, the agreement or practice should be subject to the 
full impact of the antitrust laws. United States v. General 
Motors Corp.” clearly settled the proposition that the flow 
of commerce between states could be affected by a system of 
conditions attached to credit. Tie-in discount and loan agree- 
ments with a bank-favored commercial enterprise could be 
equally objectionable.” In United States v. The Mortgage 
Conference of New York,” an agreement among a group of 
banks to provide for uniform terms and amortization pay- 
ments for mortgage loans covering a certain type of real estate 
was questioned by the Government. And in the field of in- 
vestment banking, a tacit understanding among investment 
houses not to compete for the business of companies whose 
18 Berle, supra note 8, at 592. 

19121 F.2d 376 (7th Cir. 1941), cert. denied, $14 US. 618 (1941). 
20 For example, a group of banks get together and agree to discount drafts only if 


freight shipments are made over a particular trucking line. 
21 See note 12 supra. 








798 THE BANKING LAW JOURNAL 


financing was “traditionally managed” by an investment bank- 
ing house has also been questioned by the Government.” The 
latter case, however, was dismissed on the merits when the 
court found no conspiracy to restrain and monopolize the 
security business. 

As to the Sherman Act’s application to banking operations, 
these general observations can be made. Agreements conducive 
and necessary to the even, steady flow of money and credit 
appear to run parallel to Sherman Act provisions, but not 
necessarily under them.** Agreements which restrain or affect 
competition, and cannot be justified as reasonably necessary 
to a particular credit transaction, are within the scope of Sher- 
man Act prohibitions. Cooperative clearing house understand- 
ings for the uniform handling of checks, coupons, exchanges, 
clearings, balances and other inter-bank services are likely to 
be unobjectionable; however, cooperation in fixing the rates 
of interest for borrowers and depositors (unless required by 
state or federal law) would probably be considered ipso facto 
agreements in restraint of trade. Agreements to delimit ter- 
ritory or not to compete for certain types of business would 
seem to be equally objectionable.* Banking does not easily 
lend itself to the concept of free and open competition; never- 
theless, the legal protection and regulation of banks under the 
banking statutes cannot be used as a subterfuge for practices 
tending to monopolize a particular market or area.” 

In addition to the Sherman Act, banking operations and 
agreements must be considered in light of the Clayton Act”— 
an act designed by Congress to reach certain specific anti-com- 
petitive and monopolistic practices not covered by the Sherman 
Act. No real problem is encountered in bank transactions 
involving Section 2 of the Clayton Act forbidding certain price 
discrimination practices; Section 8 forbidding sales or contracts 


22 United States v. Henry S. Morgan, et al., CCH 1953 Trade Cases, 1 67,569 (1953). 
23 ZOLLMAN, op. cit. supra note 5 at Sec. 4993. 

24 But see In re Patterson, 18 Hun. (N.Y.) 221, 223 (1879), aff'd 78, N.Y. 608 (1879), 
where it was held that an agreement by a commercial bank not to carry on a savings 
department if a savings bank agreed to deposit its surplus funds in the commercial bank 
was in accordance with good banking practice, and the agreement was valid. 

25 See note 12 supra. 

26 38 Stat. 730 (1914) as amended, 15 U.S.C. §§ 12-27 (1952). 

27 Standard Fashion Company v. Magrane-Houston Company, 258 US. $46 (1992). 
See also 95 Conc. Rec. 11493 (1949). 
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for sale with the understanding that the purchaser shall not 
deal with a competitor; and Section 8 forbidding interlocking 
directorates. The restrictions of Section 7, forbidding the ac- 
quisition of a corporation where the effect would lessen competi- 
tion or tend to create a monopoly, does raise several questions, 
however, when applied to banking transactions. 

Before the amendment of Section 7 only certain stock ac- 
quisitions were prohibited. The earlier Act dealt only with 
stock acquisitions which would probably result in a lessening 
of competition to such a substantial degree as to injuriously 
affect the public.” This appears to be the law today as to 
stock acquisitions.” Therefore, if the effects of a bank’s 
acquisition of stock of another bank would in part substantially 
lessen competition or tend to create a monopoly, this trans- 
action would be within the purview of Section 7.*° 

Congress in amending Section 7 of the Clayton Act in 
1950 strengthened the restriction on stock acquisitions and 
attempted to accord the same treatment to asset acquisitions.” 

The language of this Act, however, does not clearly pro- 
hibit asset acquisitions by banks. To quote the words of Section 
7: 

. no corporation subject to the jurisdiction of the Federal 


Trade Commission shall acquire the whole or any part of the 
assets of another corporation . . . 


Under Sections 5 and 6 of the Federal Trade Commission 
Act® and Section 11 of the Clayton Act, banks are expressly 
excepted from the jurisdiction of the Federal Trade Commis- 
sion. The implication from these two laws when read together 
is that banks can acquire the assets of another corporation 
except as they may be regulated by another agency or authority 
to which they may be subject,* or as they may be limited by 
provisions under the Sherman Act. This conclusion is supported 


28 Td. at $57. 

29 Transamerica Corp. v. Board of Governors of the Federal Reserve System, 206 F.2d 
163, 170 (8rd Cir. 1953). 

30 Jd. at 165, 170. 

81 For legislative history and purpose of the 1950 iene (Act of December 20, 
1950), see 1950 U.S. Cope Conca. Serv. 4293; see also S. Rep. No. 1775, 8lst Cong., 2d 
Sess. 2-5 (1950). 

32 52 Star. 111 (1914) as amended, 15 US.C. §§ 45, 46 (1952). 

33 See Hearings before the Subcommittee No. 2 of the Senate Committee on the Judiciary 
on H.R. 2734, 8lst Cong., Ist & 2d Sess., at $27 (1949). 
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by remarks made by J. Leonard Townsend, Assistant Gen- 
eral Counsel to the Board of Governors of the Federal Re- 
serve System, before the House Committee of Judiciary which 
was considering a similar amendment to Section 7 of the Clay- 
ton Act in 1947. Said Mr. Townsend, 

[A]ll . . . agencies . . . except the Federal Reserve Board and 
the Federal Trade Commission (which would have its authority 
under the bill before the committee extended to include asset ac- 
quisitions) do have authority today, under their general enabling 
statutes, to consider in advance whether or not an (asset) acquisi- 
tion . . . would contravene the philosophy of the antitrust laws 
as embodied in the Clayton Act... .** 


If antitrust provisions permit certain bank acquisitions, to 
what extent is a bank purchase of stock or assets of another 
corporation regulated or limited under other statutes? A na- 
tional bank is expressly prohibited from purchasing for its 
own account stock of private corporations although the pur- 
chase of marketable obligations (negotiable instruments, bonds, 
notes, and debentures) up to 10% of its capital stock is per- 
mitted under such limitations and restrictions as the Comp- 
troller of the Currency may impose.** State member banks 
are subject to the same limitations and conditions in another 
part of the banking statutes.** These limitations do not, how- 
ever, prevent a national bank from acquiring the assets of an- 
other bank, either state or national, if it also assumes the debts 
and obligations of the acquired bank.** Assuming the state 
statute would so permit, a State bank could undoubtedly ac- 
quire another bank by an asset acquisition. 

The Federal Banking Statutes provide for the consolida- 
tion or merger between two or more national banks,* a na- 
tional bank with a state bank,” and a state bank with a national 
bank.* Sections 33 and 34a of Title 12 of the United States 


34 See Hearings before the Subcommittee No. 2 of the House Committee on Judiciary on 
H.R. 515, 80th Cong., Ist Sess., at 60 (1947); see also the remarks of Townsend and 
Eccles at Hearings before the House Committee on the Judiciary on H.R. 2357, 79th 
Cong., Ist Sess., at 387-40, 360 (1945). 

35 42 Srar. 767 (1922) as amended, 12 U.S.C. § 24 (1952). 

36 48 Srat. 165 (1988), 12 U.S.C. § 335 (1952) 

87 Houston v. Drake, 18 F. Supp. 698 (D. Ari 1937), rev'd on other grounds 97 F.2d 
863 (9th Cir. 1988). 

38 40 Star. 1043 (1918) as amended, 12 U.S.C. § 88 (1952). 

39 64 Strat. 455-56 (1950) as amended, 12 U.S.C. §§ 214, 214(a), and 214(b) (1952). 
40 44 Srat. 1225 (1927) as amended, 12 U.S.C. § 84a (1952); 66 Srar. 599 (1952) as 
added, 12 U.S.C. § $4a (1952). 








THE BANKING LAW JOURNAL 801 


Code are designed to provide for the merger of two or more 
national banks, or for the merger of a state bank with a na- 
tional bank under federal charter.“ Prior to the amendment 
of these sections, the statutes authorizing consolidation under 
a federal charter enabled dissenting shareholders from each 
bank participating in the merger or consolidation to be paid in 
cash by the consolidated bank for the value of their shares. This 
was not an impediment to small banks, but to large banks with 
perhaps hundreds of shareholders the threat of a demand for 
payment by numerous dissenting shareholders would be suffi- 
cient to discourage the acquisition of even a small bank. Sec- 
tion 34b authorized a method of merger whereby only the dis- 
senting shareholders of the absorbed bank would be entitled 
to demand cash payment for their shares.“ 

An attempt should be made here to distinguish a bank con- 
solidation from a merger. An agreement for the consolidation 
of two banking firms involves all of the assets and liabilities 
of the absorbed corporation. This transaction differs from a 
merger which provides only for the acquisition of stock or as- 
sets of one bank by another.“ These terms are frequently used 
interchangeably, so that if precise legal definition is required 
today, the particular contract or transaction must be analyzed 
with particularity under the relevant statutory provisions. The 
present Federal banking laws call for a statutory merger under 
12 U.S.C. § 214. This merger by operation of law is similar 
to the “Doctrine of Universal Succession” —a succession which 
occurs when one is vested with the legal clothing of another, 
becoming at the same moment subject to all of another’s lia- 
bilities and entitled to all his rights.** The question of effect 
of a “Statutory merger” was raised in United States v. Cela- 
nese Corporation of America® where it was held that pursuant 
to the laws of Delaware the merger of assets even though stock 


41 Act of July 14, 1952, 66 Srar. 599. 

42 Td. at 599. 

43 ZoLLMAN, op. cit. supra, Sec. 152; See also, Toompson, Corporations (3d Ed.) Sec. 
6010 & 6012, defining a “consolidation” of corporations when both companies are ex- 
tinguished and a new one created, and a “merger” when a surviving corporation absorbs 
or swallows up the merging corporation. 

44 See Blackstone v. Miller, 188 U.S. 189 (1908); Macxetpy, Hanpsoox or Roman Law, 
Sec. 649 (1883); Marine, Ancrent Law, 179 (1864). 

4591 F. Supp. 14 (S.D.N.Y. 1950). 
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was also acquired did not come within the purview of Section 
7 of the Clayton Act prior to the 1950 amendment. Since 
the present provisions of Section 7 include assets as well as 
stock acquisitions, this case might be determined differently if 
tried today. 

The purpose behind the enactment of Section 214 permitting 
a national bank to merge or consolidate with a state bank was 
to place national banks on a more equal basis with the state 
banks in respect to the latter’s ability to merge with a national 
bank under Section 84a of Title 12. This right for banks 
to merge could not be enjoyed unless it was expressly con- 
ferred by statute.“ Before the passage of this Act, a national 
bank was first forced to liquidate and then transfer its assets to 
the existing or newly organized state bank. This transaction 
was for a long time a mere formality ; however, its use was great- 
ly curtailed when these voluntary liquidations became subject to 
capital-gain tax treatment. Under Section 214 the conversion, 
merger, or consolidation is consummated by operation of law 
thereby avoiding the capital-gain tax consequences. The two 
other purposes given for the enactment of this section were to 
enable national banks to convert or consolidate into a state 
bank to take advantage of the smaller capital or reserve re- 
quirements under a state system, and to protect dissenting share- 
holders of national banks opposed to the conversion or consolida- 
tion. A national bank is expressly prohibited, however, from 
converting or consolidating into a state bank: (1) if it would 
be in contravention of the law of the state in which the national 
bank is located; and (2) if the law of the state prevents state 
banks from merging with national banks without the approval 
of state authority.” 


The above statutes providing for the merger and consolida- 
tion of banks appear to establish only the authority whereby 
these transactions can be made, the mechanics of entering into 
and consummating the agreement, and the respective rights 
and liabilities of the banks and dissenting shareholders. Neither 
the statutes nor the purposes for their enactment takes cogniz- 
46 Act of August 17, 1950, 64 Srar. 455. 

47 ZoLLMAN, op. cit. supra, Sec. 155. 


48 See note 40 supra. 
49 64 Srat. 455-56 (1950) as amended, 12 U.S.C. §214(c) (1952). 
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ance of any antitrust considerations. Only under the limited 
application of the antitrust laws to banks can a bank merger or 
consolidation be scrutinized for possible antitrust violations. 


JURISDICTION 


It is firmly established that the existence of a regulatory 
agency raises no implication that the Sherman Act has been 
repealed or superseded insofar as it is applied to suits brought 
by the United States. In the absence of general remedial 
legislation, there is little doubt today as to the propriety of the 
Attorney General acting under the Sherman Act to enforce the 
national economic policy of competition. In Transamerica 
Corp. v. Board of Governors of the Federal Reserve System™ 
the court declared that the general language of the Sherman 
Act was a design by Congress “to go to the utmost extent of its 
Constitutional powers in restraining trust and monopoly agree- 
ments.” While there is no present provision of law giving the 
Board of Governors of the Federal Reserve System jurisdic- 
tion to hear antitrust complaints under the Sherman Act, dis- 
trict attorneys under the direction of the Attorney General 
have the duty under Section 4 of the Sherman Act to institute 
such proceedings in the district court.» The Senate majority 
report which accompanied H.R. 2784 amending Clayton Act 
Section 7, exempting certain agency-approved transactions 
from the Clayton Act, and Section 11, granting the Attorney 
General only a limited right of intervention before agencies, 
clearly set forth that these amendments were not intended to 
bar Sherman Act proceedings by the Attorney General.” But 
how is the question of jurisdiction to be decided when a parti- 
cular banking transaction appears to be in contravention of the 
Clayton Act? The banking statutes do not vest regulatory or 
administrative agencies with such authority that their juris- 
diction over possible Clayton Act violations must be exhausted 
before recourse can be had in the federal district courts.* The 
50 United States v. Borden Co., 308 U.S. 188, 198-99 (1989); United States v. Pacific 
& Arctic Ry. & Nav. Co., 228 US. 87, 105 (1918); United States v. Joint Traffic Ass’n, 
171 US. 505 (1898). 

51 See note 29 supra. 
52 26 Srar. 209 (1890) as amended, 15 U.S.C. § 4 (1952). 


58 See S. Rep. No. 1775, 81st Cong.. 2d Sess. 8-6 (1950). 
54 See comments in The Supreme Court, 1951 Term, 66 Harv. L. Rev. 89, 159 (1952). 
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statutory provisions requiring the Comptroller of the Currency 
to approve the merger of two or more national banking associa- 
tions,® the merger of a state bank with a national bank,” the 
establishment and operation of new branches by a national 
banking association,” are not aimed at enforcing compliance 
with the Clayton Act, but at the administration of national 
banking laws and supervision of national banks. In passing 
these laws, Congress intended to protect the national banking 
associations and their shareholders.” The only statutory 
method the Comptroller is given to enforce these statutes is to 
dissolve the bank and appoint a receiver.” Moreover, it has 
been held in Inland Waterways Corporation v. Young” that 
the Comptroller of the Currency must move within the orbit 
of Chapter 2 of Title 12 of the United States Code. 

It should be added here that Section 214 permits the con- 
version of national banking associations into State banks with- 
out the approval of the Comptroller of the Currency. The 
conversion cannot be made in contravention of the State law,” 
and it may be necessary under State law to have the merger 
approved by the State Superintendent of Banks.” 

In a similar respect the Board of Governors of the Federal 
Reserve System is without authority under its enumerated 
banking powers™ to consider antitrust violations by banks. 
Section 1828(c) requires a bank insured by the Federal De- 
posit Insurance Corporation wishing to merge or consolidate 
with a state member bank (except a district bank) to obtain 
written consent from the Board of Governors of the Federal 
Reserve System if the merging bank has insufficient asset re- 
quirements. This consent must be obtained from the Federal 
Deposit Insurance Corporation if the insured bank merges with 
a non-insured bank or a State non-member (of the Federal 
55 40 Srar. 1048 (1918) as amended, 12 U.S.C. § 88 (1952). 

56 44 Srar. 1225 (1927) as amended, 12 US.C. § $4a (1952); 66 Srar. 599 (1952) as 
added, 12 U.S.C. § 84b (1952). 

57 44 Srar. 1228 (1927) as amended, 12 U.S.C. § 36 (1952). 

58 See Central-Penn Nat. Bank of Philadelphia v. Portner, 201 F.2d 607 (Sd Cir. 1953), 
cert. den., 346 US. 815 (1953). 

59 66 Srar. 1167 (1911), 12 U.S.C. 98 (1952); 19 Srar. 68 (1876), 12 U.S.C. § 191 (1952). 
60 $09 U.S. 517, rehearing denied, 309 U.S. 698 (1939). 

6164 Srar. 456 (1950) as amended, 12 US.C. § @14c (195@). 


62 See New York Banxine Law § 136. 
68 $8 Srar. 261, 262, 265 (1913), as amended and added to, 12 U.S.C. § 248 (1952). 
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Reserve System) insured bank (except a District bank), and 
the Comptroller of the Currency must consent to all mergers 
of an insured bank with a District bank. The common pur- 
pose of this statute is to preserve the solvency of insured or 
regulated banks in merger transactions. The only authority 
the Board of Governors of the Federal Reserve System has for 
assuming jurisdiction of banking transactions which violate 
Section 7 of the Clayton Act is the limited authority vested in 
it by Section 11 of the Clayton Act. 


Under Section 11 of the Clayton Act various administrative 
agencies and boards have authority to enforce compliance with 
Sections 2, 8, 7, and 8 of that Act. Administrative agencies 
but not the Board of Governors of the Federal Reserve System 
are granted additional authority and jurisdiction under Sec- 
tion 7 of the Clayton Act to enforce compliance with Section 
7 provisions. The omission of the Board of Governors of the 
Federal Reserve System from Section 7 implies that it can 
enforce compliance with this section only insofar as it is per- 
mitted to do so by Section 11. This glaring omission of the 
Federal Reserve Board was pointed out by M. S. Eccles, 
Chairman of the Board of Governors of the Federal Reserve 
System, in a letter to the Hon. Hatton W. Sumners, Chair- 
man of the House Committee on the Judiciary during Con- 
gressional hearings to amend Sections 7 and 11 of the Clayton 
Act in 1945. Said M. Eccles: 


. .. [T]he Board recommends that ... H.R. 2357 be not 
limited to apply solely to those cases which fall within the juris- 
diction of the Federal Trade Commission . . . other agencies, in- 
cluding this Board, are invested with similar jurisdiction to that 
of the F.T.C. under the existing provisions of Section 11 of the 
Clayton Act and the reasoning for the proposed change (amend- 
ing Sections 7 and 11 of the Clayton Act) would seem to apply 
with equal force to acquisitions that are within the range of juris- 
diction now conferred upon each of such other agencies, respec- 
tively.** 


During the same hearing J. Leonard Townsend, counsel for 


64 Hearings before a Subcommittee of the House Committee on the Judiciary on H.R. 
2357, 79th Cong., Ist Sess., at 360 (1945). 
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the Board of Governors of the Federal Reserve System, testi- 
fied : 

All of the agencies except the F.T.C. and the Federal Reserve 
Board have authority today to prevent the things that the F.T.C. 
bill (Sections 7 and 11 of the Clayton Act as amended) would 
give to it.® 

This testimony together with the statutory construction of 
Section 7 which does not expressly authorize the Federal Re- 
serve Board to proceed under that Section suggests that the 
Board of Governors of the Federal Reserve System would be 
unable to assert primary jurisdiction over a bank violating 
Section 7 of the Clayton Act. 

Under Section 15 of the Clayton Act the district courts 
are invested with jurisdiction to prevent and restrain violations 
of that Act, and the several district attorneys of the United 
States under the direction of the Attorney General have the 
duty of instituting proceedings in equity to prevent and restrain 
such violations.” Section 11 giving the Federal Reserve Board 
authority to enforce compliance with Sections 2, 3, 7, and 8 of 
the Clayton Act, therefore, does not limit the jurisdiction of 
the federal district courts. This was made clear by Justice 
Clark in United States v. W. T. Grant Co., et al.," where it 
was declared that Section 15 of the Clayton Act when read in 
conjunction with Section 11 of that Act, provides for a scheme 
of dual enforcement. Any inference that administrative juris- 
diction was intended to be exclusive falls before the plain words 
of Section 15. Cases supporting this Congressional design to 
provide for a scheme of dual enforcement of the Clayton Act 
are United States Alkali-Export Association v. United States® 
and Standard Oil Company v. United States.” 

Even though the design of the Clayton Act provides for 
dual enforcement of that Act, the Attorney General is charged 
with the responsibility for enforcement of the entire national 
antitrust program.” Section 11 of the Clayton Act points 


65 Jd. at 337. 

66 38 Srar. 736 (1914); 15 US.C. §25 (1952). 

67 $45 U.S. 629 (1953). 

68 $25 U.S. 196, 208 (1945). 

69 $387 U.S. 298, 310 (1949). 

70 See Assistant Attorney General Bergson’s remarks before the Subcommittee of the 
House Committee on the Judiciary on H.R. 1240 H.R. 988, H.R. 2006 and H.R. 2784, 8st 
Cong., Ist Sess., at 29 (1949). 
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out this paramount responsibility of the Attorney General by 
requiring the various regulatory agencies to serve copies of all 
complaints upon the Attorney General and by giving him the 
right to intervene in the proceedings. While the Attorney 
General cannot compel the Board of Governors of the Federal 
Reserve System to act, he still has the ultimate responsibility 
for the enforcement of the antitrust program. This suggests a 
program of cooperation between the Department of Justice 
and the Federal Reserve Board in coordinating investigative 
activities and litigation. This program of cooperation was well 
summarized by Chief Justice Stone in considering the joint 
enforcement of the Clayton Act by F.T.C. and the Attorney 
General in the Alkali-Export Association case: 


. . . [T]wo agencies will seldom act simultaneously. There 
would be no occasion for an investigation by the Commission if 
the Attorney General had already procured the requisite evidence 
of violations and was ready to proceed with his suit . .. And there 
is no basis for interpreting the statute as though it had been con- 
trived to prevent hostile action rather than to encourage efficient 
cooperation between the Commission and the Department of 
Justice.™ 


CONCLUSION 


Aside from a few historical and technical arguments on 


2972 


whether or not banking is “commerce” and if so, whether banks 
are engaged in interstate commerce ;‘* the economic and public 
welfare justifications for mergers and consolidations, or for 
uniform banking practices;"* whether the specialized banking 
statutes indicate a plain design of Congress to remove certain 
banking transactions from the operation of the antitrust laws; 
and the power of States to exempt certain State banking prac- 
tices from the Sherman Act, it appears that banks are fully 
subject to the provisions of the Sherman Act. The economic 
and public necessities of a healthy commercial banking system, 


71 US. Alkali-Export Ass’n, Inc. v. United States, $325 U.S. 196, 209 (1945). 

72 Paul v. Virginia, 75 U.S. (8 Wall.) 168 (1868). F 

73 See Berle, supra, note 3, at 595-6. 

74 Id. at 594-95, 598. 

75 See Justice Stone’s Dissenting opinion in United States v. Southeastern Underwriters 
Ass’n, 322 U.S. 588 (1944); see also, Sunshine Anthracite Coal Co. v. Adkins, 310 U.S. 
381, 396 (1940). 
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however, do not permit the application of the antitrust laws 
to banks in the same way that they may be applied to private 
industry. A community often profits by the consolidation of 
two weak competitive banks into one strong bank even though 
the new bank may have a virtual monopoly of the banking 
business in such a community. Considerations, therefore, other 
than perpetuation of competitive conditions tempers the strict 
application of the antitrust laws to the field of banking. In 
this regard banks appear to enjoy a status somewhere between 
a public utility and private enterprise. However, banking 
practices or agreements which restrain trade or competition 
and cannot be justified as reasonably necessary to the even, 
steady flow of money and credit are fully exposed to Sherman 
Act prosecution. Although some confusion is also apparent 
in determining who has jurisdictional authority for enforcing 
this Act, Congress and the Courts have clearly indicated that 
the Attorney General’s paramount responsibility for instituting 
Sherman Act proceedings in the District Court would include 
banks and banking institutions. 

A recent report by the Senate’s Select Committee on Small 
Business points out the serious concentration that is occurring 
in the banking industry.” Particularly significant is the con- 
tinuing rate of bank mergers and the conversion of many in- 
dependent banks into branches of larger banks. The ineffective- 
ness of Section 7 of the Clayton Act to a banking asset acqui- 
sition appears to permit this trend to continue unimpeded until 
Sherman Act questions can be raised. 

The 1914 Clayton Act imposed the duty on the Federal 
Reserve System to prohibit stock acquisitions by banks when- 
ever the effect of such acquisitions would substantially lessen 
competition or tend toward a monopoly. Moreover, Congress 
expressly limited stock acquisitions by banks to a very circum- 
scribed area in the National Bank Acts and in the Federal 
Reserve Act. The 1950 amendment to the Clayton Act did 
not give to the Federal Reserve System the same power the 
Federal Trade Commission obtained for policing prohibitions 
against asset acquisitions. Although this problem was not con- 


76 Annual Report of the Select Committee on Small Business, S. Rep. No. 129, 84th 
Cong., Ist Sess., 67 (1955). 
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sidered in the Report of the Attorney General’s National Com- 
mittee to Study the Antitrust Laws,” Assistant Attorney 
General Stanley N. Barnes has recently pointed out to a 
Congressional Committee the inadequacy of the present Sec- 
tion 7 to banking.” 

Remedial legislation is necessary to prohibit a banking ac- 
quisition by way of assets when the effect of such acquisition 
would substantially lessen competition or tend to create a mon- 
opoly. This would not work a hardship on our present banking 
system, but merely place banks under the same critical scrutiny 
of Section 7 now given to corporations subject to the jurisdic- 
tion of the Federal Trade Commission. Such legislation would 
also serve as a “check” against monopolistic combinations in the 
banking field. The newly introduced H.R. Res. 5948 attempts 
to reach these banking asset acquisitions by amending the 
language of Section 7 to read: 


. nO corporation engaged in commerce shall acquire, 
directly or indirectly, the whole or any part of the stock or other 
share capital and no corporation subject to the jurisdiction of the 
Federal Trade Commission and no bank, banking association, or 
trust company shall acquire, directly or indirectly, the whole or 
any part of the assets of another corporation engaged also in com- 
merce, where in any line of commerce in any section of the coun- 
try, the effect of such acquisition may be substantially to lessen 
competition or to tend to create a monopoly .. .”® 
(Emphasis added.) 


This resolution does not, however, resolve the present juris- 
dictional conflicts for the enforcement of this Section of the 
Clayton Act. 


77 Report oF THE Attorney GENERAL’s NaTIONAL COMMITTEE TO StuDY THE ANTITRUST 
Laws, Dept. of Justice, March $1, 1955, pp. 115-28. 

78 “A Cold Look at Bank Mergers,” Business Week, May 7, 1955, New York, N.Y., p. 5 
79 H.R. Res. 5948, 84th Cong., Ist Sess., 1955; see also H.R. Res. 2115, 84th Cong., 
Ist Sess., 1955 which requires the Comptroller of the Currency, the Board of Governors 
of the Federal Reserve System. or the Federal Deposit Insurance Corporation to consider 
the competitive and monopolistic effects before granting approval of a merger, consolidation, 
acquisition of assets or assumption of liabilities of banks coming under their respective 
jurisdiction. 
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The Degree of Care and Diligence 
Expected of Bank Directors 


HERBERT BRATTER 


While neither the law nor common sense holds a bank di- 
rector to be an ornament but, rather, imposes on him manifold 
and serious responsibilities, the degree of care and diligence 
which a bank director should exercise cannot easily be set down 
in advance. Much depends upon the circumstances. What 
may seem to be quite adequate care and diligence under today’s 
conditions may in retrospect a few years hence look like action- 
able neglect. Once a bank gets into trouble, whether through 
the imprudence of its policies or as a result of some individual’s 
dishonesty, the inquiry into the work of the bank and of its 
board of directors may be carried back many years. The lia- 
bility of the directors is both collective and individual. An in- 
dividual director who dissents with the policies of the other 


board members as being unwise should not neglect to have the 
minutes record his disagreement. In this way he can protect 
himself. 


STUDY THE STATUTES 

The first thing to do on becoming a bank director, if one 
has not already done so, is to familiarize oneself with the statu- 
tory responsibilities, state or Federal, as the case may be. For 
this purpose, among others, the office of the Comptroller of the 
Currency has issued its brochure, “Duties and Liabilities of 
Directors of National Banks’, last revised in September 1955. 
It cites the pertinent provisions of the National Bank Act and 
the Federal Reserve Act. State statutes relating to the re- 
sponsibilities and liabilities of bank directors differ in many 
respects from the provisions of Federal laws; also they vary 
considerably from state to state. Hence pertinent state codes 
should be consulted. 


This article is reprinted with the permission of the editors of BANKING, published 
by the American Bankers Association, New York, N. Y. 
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USE REASONABLE DILIGENCE, 
BUSINESS EXPERIENCE 


In all matters not specifically dealt with in the statutes, 
bank directors must use reasonable diligence and bring their 
business experience to bear on the bank’s affairs as common 
sense dictates. What is reasonable in one case may be inade- 
quate in another. It is reasonable, for instance, to assume 
that the bank’s officers and employees are honest and trust- 
worthy. But it is unreasonable for the directors to neglect to 
check the bank’s books and records—or to have them checked 
by competent auditors—and to take other steps to discourage 
dishonesty. It is reasonable to feel reassured when a bank 
examiner uncovers nothing wrong, but it is unreasonable to 
assume on that account that there is nothing wrong, for a bank 
examiner does not make a complete audit. And it is unreason- 
able to ignore cautions and warnings of the bank authorities. 
Some directors have done so to their regret. 

A bank’s operations cannot be properly directed unless the 
directors meet with reasonable frequency and regularity. Those 
who have assumed the duties of a bank director but do not 
give their reasonable attention to the job may be held financially 
responsible if the bank gets into trouble. It is not the intent 
of the law and regulatory agencies that a bank director’s work 
should become onerous or prevent him from attending to his 
own business. If for that reason or due to illness or other in- 
capacity a director must miss an occasional board or committee 
meeting at the bank, he is not going to be penalized. But he 
may not habitually neglect the bank’s affairs and ignore direc- 
tors’ meetings. If the requirements of his own business are 
such that he cannot give proper attention to the bank, he should 


resign. 
LOAN RESPONSIBILITIES 


The directors are responsible for seeing to it that the loans 
a bank makes are within the statutory limitations. They should 
make sure at least that the larger loans are supported by ade- 
quate information as to the borrower’s financial situation and 
the use to be made of the loan, and by the existence of a rea- 
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sonable repayment plan. In some banks directors have met 
trouble because they abdicated their functions to bank officers. 
When the bank gets into difficulty the rule of reason determines 
whether the directors have any liability. 


While the directors are expected to see that the bank’s top 
employees have integrity and the ability to discharge their 
respective duties and are doing so, the directors are not in- 
surers or policemen. However, directors may not shut their 
eyes to information of a suspicious or derogatory character 
concerning bank personnel brought to their attention. Once 
put on notice, directors will be held responsible for knowing all 
facts which a reasonable investigation would have disclosed. 


Clearly a bank director must do much more than avoid 
knowingly violating the pertinent bank statutes. He must 
not be negligent, for he is a trustee of the interests of the share- 
holders, the depositors, the borrowers, the employees, and the 
community. He must exercise ordinary care, meaning that 
degree of care which an ordinarily prudent and diligent man 
would exercise under similar circumstances. The degree of 


care called for depends upon the subject to which it is to be ap- 
plied in the light of the circumstances involved. It is within the 
director’s own power at any time to determine whether he is 
exercising ordinary prudence and diligence. 


EXAMINATIONS, AUDITS 


While directors are not expected to watch minutely the 
daily routine of the bank’s business, they are held responsible 
for knowing the general manner in which the business is con- 
ducted, the circumstances under which the larger lines of credit 
are given and the bank’s loan and investment policies. Above 
all, directors must not neglect the duty to see that the bank’s 
condition is examined and audited at least as frequently as the 
law or by-laws may provide, or in any case at reasonable in- 
tervals. 

Where a director is also an active officer of a bank he is 
held to stricter accountability. 

Directors’ duties cannot be precisely listed and defined, since 
they are not the same under all circumstances; nor can they be 
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imposed with unvarying exactness on all directors alike. 


Directors-liability actions may result from violation of the 
statutes or common law. The statutes may be violated know- 
ingly or through gross negligence. Failure of a director to 
abide by his oath constitutes statutory negligence. But a sep- 
arate kind of negligence is also recognized: common-law neg- 
ligence. This refers to mismanagement separate and apart 
from statutory requirements. Failure to use reasonable and 
ordinary care is common-law negligence. Ordinary care is 
identified with prudence. But it is not the same as good judg- 
ment or sound banking. A director is not liable for the con- 
sequences of bad judgment or merely unsound banking prac- 
tices. Negligence implies a careless attitude relative to the 
bank’s affairs and the avoidance of losses. For such an at- 
titude the director is liable at common law. 


A CHECK LIST 


The degree of care and diligence expected of bank directors 
may be gathered from the following matters which, upon the 
closing of the bank, are usually investigated by the authority 
whose duty it is to ascertain whether or not an action lies against 
the directors for negligence as a contributory factor in causing 
the losses sustained by the bank: The functioning of the ex- 
amination committee during the decade preceding the closing 
of the bank; the pertinent by-law provisions governing duties 
of such committee; the dates of its meetings, showing their 
regularity; the extent to which its reports were referred to and 
considered by the board; like information on the loan and dis- 
count committee; the regularity with which board meetings were 
held and the pattern of attendance at those meetings and the 
nature of the business acted upon thereat as reflecting the de- 
gree of attention being given to the affairs of the bank; the ex- 
tent to which the board considered and acted upon correspond- 
ence from, and reports of examination by the supervisory au- 
thorities, particularly where criticisms are contained in those 
communications; the extent to which there were present “red 
flags” or irregularities, e.g., abnormal fluctuations in savings 
and checking account totals, in the volume and nature of the 
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loan portfolio, in the amount of holdings of United States and 
other public securities and in the totals of correspondent bal- 
ances, all as shown by the records and books of the bank; 
and, finally, any knowledge of irregular acts on the part of 
officers and employees and action taken as a result of such 
knowledge. Many other areas, such as notoriety in high liv- 
ing on the part of relatively low-salaried officers, normally 
are sifted with care to see whether a directors’ liability action is 
justified. 

Many court decisions have held directors liable for inade- 
quate attention to the bank’s affairs. Throwing light on the 
degree of diligence expected from a director is the case of 
Bates v. Dresser, decided by the Supreme Court of the United 
States in 1920. It involved losses due to a bookkeeper’s em- 
bezzlements from the National City Bank, Cambridge, Mass. 
Although the other directors were exonerated, President-Di- 
rector Dresser was charged $260,000 on the grounds that he 
had not used minimum care in performing his duties, for other- 
wise he could not but have run into the defalcations. 


THE WAGES OF NEGLIGENCE 


The case of Bowerman v. Hammer involved about $200,- 
000 of losses due to improvident loans and overdrafts granted 
by the First National Bank, Salmon, Idaho. Since Bowerman 
had not attended a single directors’ meeting in five years, the 
United States Supreme Court in 1919 held him liable. In 
Warner v. Pennoyer in 1893 the U. S. Circuit Court of Ap- 
peals held the president-director and the members of the dis- 
count committee of the First National Bank of Watkins, N. Y., 
liable for iilegal and improvident loans made by the cashier, 
whose activities they had not sufficiently watched. In another 
Circuit Court of Appeals case decided in 1928 all the directors 
of the First National Bank of Sutton, W. Va., jointly and 
severally were held accountable for $40,582 embezzled and 
fraudulently lent by the cashier to members of his family; a 
case of common-law negligence involving careless attendance to 
the bank’s affairs. 


In still another appeals court decision of 1938 involving 
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illegal overdrafts and excessive loans to the Kentucky Wagon 
Works by the National Bank of Kentucky, judgments aggre- 
gating about $4,000,000 were levied against several directors 
in varying amounts determined by the years of their service. 
Involved were failure to heed warnings by the Comptroller 
and overconfidence in the cashier. 

Possibly there is no clearer and more impressive way for 
a director to determine the degree of care and diligence he 
should give to his job than to read some of the many court 
decisions that have been made on the subject. 


LAW REVIEW ARTICLES 


Accelerating the maturity of negotiable instruments. Western 
Res. L Rev. 7:482 S °56. 


Holder in due course—finance companies [Whitfield v. Carolina 
Housing & Mortgage Corp. (NC) 92 S.E.2d 78] N. C. L. Rev. 34: 
496 Je 56. 


Present status of suretyship defenses of an accommodation 
maker. Neb. L. Rev. 35:490 Mr 56. 


Right to repossession by mortgagee [Third Nat. Bank v. Olive 
(Tenn.) 281 SW2d 675] Tenn.L. Rev. 24: 597 Je 56. 


Measure of damages for wrongful dishonor [Abramowitz v. 
Bank of America (Cal.) 281 P.2d 380] U.Chi.L.Rev. 23:481 Spring 
56. 


Banks and Banking—Bills and Notes—Rights of Depositary 
Bank Against Drawer of Check, Texas Law Review, 34: 125. 


Taxation—Power of State to Tax Mutual Savings Bank With- 
out Excluding from Tax United States Securities, New York Law 
Forum, 1:497 December 1955. 





BANKING DECISIONS 


In this department are published each month all of the important deci- 
sions of the Federai and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 


Lack of Certain Information Does Not 
Make Bank Loan Application 
Materially False 


In a case which will afford bankers and bank attorneys 
an opportunity to examine in detail a federal district court’s 
thinking on the subject of bank loan applications, it has been 
ruled that the lack of certain information on such an applica- 
tion did not make it a materially false statement within the 
definition of the Bankruptcy Act. In the process of a bank- 
ruptcy proceeding, two of the bankrupt’s judgment creditors 
objected to his discharge on grounds that he had obtained a 
bank loan by making a materially false statement in writing 
respecting his financial condition. Section 14 ¢(3) of the Bank- 
ruptey Act (11 U.S.C.) 32¢ (8) § prohibits a discharge in bank- 
ruptcy if this has occurred. 

It appeared by the referee’s findings that the bankrupt, 
when applying for a bank loan had not mentioned that he 
was being sued by persons who ultimately received a judg- 
ment against him; nor did he mention that his mother had 
advanced certain sums of money to him for purposes of build- 
ing a house. It also appeared, however, that when making the 
loan application, the bankrupt had not filled out the form 
himself, but rather had answered questions of the bank officer 
handling the matter who then filled out the application for 
the bankrupt. The bank officer did not ask the bankrupt about 
any of his creditors or about pending law suits and in fact 
questioned him only about certain installment payments the 
bankrupt was currently obligated to make. 
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Under these circumstances, the court ruled that there was 
no intent to defraud or deceive by the bankrupt and that con- 
sequently the statement was not materially false within the 
meaning of the Bankruptcy Act. It seemed important in the 
court’s decision that the bank itself was not objecting to the 
proposed discharge and that there was evidently no obligation 
on the bankrupt’s part to repay the advances from his mother. 
Matter of De Glopper, United States District Court, W.-D. 
Michigan, 188 F.Supp. 928. The opinion of the court is as 
follows: 


STARR, C. J—On June 21, 1954, Robert DeGlopper filed a volun- 
tary petition in bankruptcy and was adjudged a bankrupt. In schedule 
A-3 of his petition he listed as unsecured creditors “Orval and Doris 
Idema, . . . $3,458.75.” It appears that the Idemas’ claim was based 
on a judgment which they had obtained against the bankrupt in the 
circuit court of Kent county, Michigan, on May 21, 1954. 

In the course of the administration of the bankrupt’s estate, the 
Idemas, whose judgment claim had been allowed, filed objections to 
the bankrupt’s discharge. The bankrupt then moved to dismiss the 
objections, and a hearing was had and testimony taken before the 
referee. In his findings the referee determined that on May 10, 1954, 
the bankrupt had obtained money on credit and an extension or re- 
newal of credit from the Union Bank of Michigan by making a materially 
false statement in writing respecting his financial condition.1 On April 
8, 1955, in pursuance of section 14, sub. c (3) of the Bankruptcy Act, 
11 US.C.A. § 32, sub. c(3), the referee entered an order denying the 
bankrupt’s discharge. Said section 14, sub. c(3) provides: 


“The court shall grant the discharge unless satisfied that the 
bankrupt has . . . (3) obtained money or property on credit, 
or obtained an extension or renewal of credit, by making or 
publishing or causing to be made or published in any manner 
whatsoever, a materially false statement in writing respecting his 
financial condition: . . . Provided, That if, upon the hearing of 
an objection to a discharge, the objector shall show to the satis- 
faction of the court that there are reasonable grounds for believ- 
ing that the bankrupt has committed any of the acts which, under 
this subdivision, would prevent his discharge in bankruptcy, then 
the burden of proving that he has not committed any of such acts 
shall be upon the bankrupt.” 


1 Other objections to the bankrupt’s discharge were overruled and dismissed by the referee 
and no appeal taken therefrom. 
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The bankrupt has filed a petition for review of the referee’s order, 
and the precise question before this court is whether the bankrupt 
obtained money on credit and an extension or renewal of credit, by 
making or causing to be made a materially false statement in writing 
to the Union bank respecting his financial condition. In considering 
this question the court should accept the referee’s findings of fact 
unless clearly erroneous. See General Order 47, 11 US.C.A. 
following section 53; also Kansas Federal Credit Union v. Niemeier, 
10 Cir., 227 F.2d 287; Gold v. Gerson, 9 Cir., 225 F.2d 859, 860; In 
re Garden City Brewery, Inc., 7 Cir., 208 F.2d 377, 379; In re Skrentny, 
7 Cir., 199 F.2d 488, 492. 

In support of their objection to the bankrupt’s discharge the Idemas 
contend that his application to the Union bank for a loan on May 10, 
1954, was materially false as to his financial condition because (1) he 
failed to disclose in his application the pendency of a suit the Idemas 
had instituted against him in the circuit court of Kent county, Michigan, 
for damages in connection with his construction of their house, and (2) 
because he failed to disclose in his application information regarding 
sums of money which his mother in her lifetime had advanced to him 
in connection with the building of his home. 

It appears from the pleadings, exhibits, and the transcript of testi- 
mony taken before the referee, that on May 10, 1954, the bankrupt had 
applied to the Union Bank of Michigan in Grand Rapids for a loan 
of $726.90; that $259.80 of this amount was the refinancing of an existing 
loan and that the balance of the loan, aside from interest and service 
charges, was to be used by the bankrupt in connection with the funeral 
and burial of his mother and for the payment of his attorney. It 
appears that on that date, May 10th, the bankrupt and his wife went 
to the Union bank and were interviewed by Walter Makowski, the 
bank’s loan officer; that the loan officer in his own handwriting filled 
out the bank’s regular blank form of loan application (exhibit D), and 
that he obtained the information which he inserted in the application by 
questioning the bankrupt. The loan application was then signed by 
the bankrupt and his wife. It should be specially noted that the space 
on the application form following the printed statement, “give full 
list of present creditors,” was left blank by the loan officer. Loan 
officer Makowski testified regarding the questions he asked the bank- 
rupt as follows: 


“Q. From what source did you get the information that you 
put on that blank? A. Question and answer type in a discus- 
sion with Mr. DeGlopper. 

“Q. Looking at the application blank, did you ask him 
concerning any obligations that he had?... A. That I cannot 
recall at the present time. The purpose of the loan was for 
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funeral expenses, and that is the extent of it. 

“Q. From your records, can you tell me if Mr. DeGlopper 
had a prior obligation that was incorporated in this loan? A. 
Yes, he had a previous loan that had an unpaid balance at the 
time that we refinanced the account. 

“Q. What was the amount of the unpaid balance at that 
time? A. $259.80... 

“As far as I am concerned, Mr. DeGlopper received the pro- 
ceeds of this loan in cash in the amount of $375... . 

“Q. Would it have made any difference in your judgment as 
to whether the loan should be granted if you had known that part 
of the money was for attorney’s fees and part was for funeral ex- 
penses? A. ... No, it wouldn’t have made a great deal of dif- 

ference because Mr. DeGlopper, financially speaking, was very 
sound, and he had a very excellent record with us. . 

“Q. Do you have any recollection at the present time that 
you asked him about obligations other than time-payment obli- 
gations? A. No, I can’t recall at the present time. The informa- 
tion that is on the application is about the only thing that I can 
recall. ... 

“Q. Well, in any event, the only question you asked about 
obligations was time-payment obligations, is that right? A. To 
my knowledge, yes. 

“Q. Had Mr. DeGlopper met all the payments due on this 
loan as they came due? A. Very satisfactorily. .. . 

“The Referee: What in the bank’s terminology does, ‘Give full 
list of present creditors’ mean? A. Ordinarily it is a duplication 

of what we have on the reverse side of the application, which 
takes into consideration the mortgage payments on the home and 
the monthly instalments that the customer may be making pay- 
ments on. 

“The Referee: Then had you known that there were these 
other two indebtedness items that Miss Scott (attorney for the 
Idemas) called attention to, at least one of them was an indebted- 
ness, and one was a potential indebtedness, would they normally 
have been imbedded in this financial statement? A. They should 
have been, sir... . 

“The Referee: Did you ask about any thing except the time- 
payment obligations as you stated to Mr. Dilley? A. Well, as I 
said before, to qualify my statement I cannot be sure at the 
present time whether I asked him what his obligations were or 
what his monthly obligations were. .. . 

“The Referee: What would have been the result of your con- 
clusion as to whether or not this loan would have been made had 
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the two items of indebtedness, the one fixed, and the other po- 
tential, that we have talked about appeared upon this statement; 
would it have made any difference in your judgment? A. Yes, 
it definitely would have. I mean it would have disqualified pro- 
ceeding with the loan until such time as the situation was straight- 
ened out... . 

“Q. ... DoI understand correctly that you have no recollec- 
tion of what question you asked DeGlopper about his obligations 
on this occasion? A. Truthfully, no.” 


Martin Johnson, an assistant cashier and loan officer of the Union 
bank, testified as follows: 


“Q. Will you describe how you came in contact with Mr. De- 
Glopper if you recall on or about May 10, 1954? A. Well, the 
indications are that we received a phone call, one of the secretaries 
obtained information from our file and from that I made a note 
which I put in a pending file tentatively approving the loan sub- 
ject to complete application. 

“Q. Did you give that information to the gentleman (Mr. 
Walter Makowski, loan officer), who has just testified? A. This 
information was available in the pending file to any loan officer 
who might have waited on Mr. and Mrs. DeGlopper when they 
came into the bank.” 

The bankrupt DeGlopper testified: 

“Q. I asked you if you were aware on May 10, 1954, on the 
date you made this loan from the Union bank that you knew that 
there was pending a law suit that had been tried in the Kent 
county circuit court in which damages had been asked by Mr. and 
Mrs. Orval Idema in the sum minimum of $3,800 to $4,500 that 
you had been paid? A. Well, that has got to do with the bank. 
Sure, I was aware of it. If you want your answer there, yes... . 

“The Referee: The question is, whether or not you knew at 
the time you gave the note to the bank that there was such a suit 
pending in the circuit court; did you know it? A. Yes.... 

“Q. You knew at the time you signed this (application for 
loan) that you did have present creditors, did you not, yes or no? 
A. I didn’t recall any that I had. 

“Q. You have just testified that you knew you owed Mr. 
Dilley (his attorney)? A. This money was borrowed to pay 
Mr. Dilley and the funeral expenses... . 

“Q. You knew when you signed that that didn’t contain all 
of your obligations, didn’t you? A. Well, it never entered my 
mind; it was the present obligations that we were interested in. 
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“Q. Then you signed this without really thinking about the 
matter? A. Broadly speaking, I suppose that is correct... . 

“Q. Were you asked by the bank officials whether or not you 
had any other obligations? A. I don’t recall whether they asked 
me or not.... 

“Q. Did this representative (loan officer of the bank) ask you 
questions to produce the information that appears in this (loan 
application) statement? A. ...I was interviewed by two dif- 
ferent parties at the bank. 

‘Q. In connection with this statement? A. Yes... . 

“Q. Well, did either of these gentlemen ask you any questions 
about bills or debts that you owed? A. No, not that I can recall. 

. .. “I don’t recall their asking me anything except the mort- 
gage they hold on the loan. 

“Q. Did they ask you any question about whether you owed 
any time-payment obligations except this one on your car? A. 
They asked me if I had any charge accounts like accounts at 
Herpolsheimer’s or Wurzburg’s and things like that which I don’t 
have.” 


The testimony in this matter indicates that the bankrupt had at 
one time been in the building contracting business, that he had built 
a house for the Idemas, and that as a result of disputes relative to the 
construction of the house and as to payments made therefor, the _Idemas 
in 1953 had begun a suit against him for damages in the circuit court 
of Kent county, Michigan. It appears that such suit had been tried but 
no decision rendered therein at the time the bankrupt made his appli- 
cation to the Union bank for a loan on May 10, 1954. It further appears 
that on May 21, 1954, subsequent to the bankrupt’s application to the 
bank for the above-mentioned loan, a judgment was rendered in the 
circuit court suit in favor of the Idemas and against the bankrupt for 
damages and court costs in the aggregate amount of $3,458.75. As here- 
inbefore stated, the Idemas contend that the bankrupt’s application to 
the bank on May 10th was materially false in that it did not disclose 
the pendency of their circuit court action against him. 


The Idemas further contend that the bankrupt’s application was 
materially false in that it did not disclose information regarding sums of 
money his mother had advanced to him in her lifetime. It appears that 
several years prior to the bankrupt’s application to the Union bank 
on May 10, 1954, his mother had from time to time advanced him 
sums of money aggregating about $2,970 for the purpose of paying 
bills and expenses in connection with the building of his home. No promis- 
sory note or other written evidence of indebtedness for such advances 
was ever executed by the bankrupt to his mother, and there is no evid- 
ence or showing as to when, if ever, the bankrupt was to repay these 
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advances. The only evidence relating to these advances by the mother 
is that of the bankrupt, who testified as follows: 


“Q. Did you have any obligations at that time (May 10, 1954) 
you made that loan? A. Yes, I had to pay a couple of bills. ... 
To pay Mr. Dilley (his attorney), and a portion of my mother’s 
funeral expenses. .. . 

“Q. And you knew that at that time you owed your mother’s 
estate $4,970 (should be $2,970) that had not been repaid? A. 
No.... 


“Q. And that it had been loaned to you? A. Let’s not put 
that as a loan, in other words, mother said when I needed the 
money to pay the bills to come and see her. There was no formal 
agreement made as to borrowing this money between her and I. 

“Q. In the 21-A (bankruptcy court) examination on Novem- 
ber 19th, did you state as follows in answers to questions in ref- 
erence to the house that you now live in: ‘Now how did you pay 
for the excavating that was done? A. My mother made some 
advances. 


“*Q. Did she make you advances in one lump sum? A. No, 
small portions. 

“*Q. Do you have any record of those advances? A. No. 

““Q. Did you sign any agreement to repay them? A. Not 
as yet. 

“*Q. Is your mother deceased? A. Yes. 

“<Q. Is there a pending probate of her estate? A. I am not 
aware that there is.’ ... 

“Q. Did you make answers as I have read? A. Yes, that is 
true.... 

“Q. You did have an agreement to repay these funds, did 
you not? A. The agreement was this, when mother had helped 
other members of the family out, she didn’t pull any punches, you 
might say, when it came to helping us out. 

“Q. But there was an agreement to repay this? A. Yes, we 
agreed to repay it back.... 

“Q. How long ago did you get this money from your mother 
that went into your residence? A. Probably five or six years 
ago.... 

“Q. After you got it, did she ever make any demand on you 
to pay it back? A. No.... . 

“Q. You say that you never signed any note or other evidence 
of indebtedness to your mother? A. That is right.... 

“The Referee: Is there any question but that on May 10, 
1954, you had received from your mother the total in advancements 
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of $2,970? A. Well, that money had all been received before that. 


“The Referee: Is there any question that on May 10, 1954, 
you knew you had received the sums from your mother? A. I 
knew it, yes, I knew that I owed her that money, yes.” 


The important question in this case is whether the bankrupt’s written 
application to the Union bank for a loan on May 10, 1954, was “materially 
false” within the meaning of section 14 of the Bankruptcy Act by reason 
of the fact that the bankrupt failed to disclose in the application the fact 
that a suit for damages instituted by the Idemas against him was pending 
in the circuit court of Kent county, and also failed to disclose information 
as to the advances his mother had previously made to him. This question 
must be determined in accordance with the well-established law as applied 
to the particular facts and circumstances of this case—not on the ground 
of any prejudice or distaste the bankrupt’s attitude and appearance on the 
witness stand may have engendered. 

The rule is well recognized that to constitute a written statement 
“materially false” within the meaning of section 14 of the Bankruptcy 
Act, there must be proof of an intent to defraud and deceive, and that 
the statement must have been knowingly or intentionally untrue, to 
bar a discharge. In 1 Collier on Bankruptcy, 14th Ed., § 14.40, pp. 1870— 
1374, it is stated: 


“Tt has been held that an intent to defraud is essential; the 
word ‘false’ means more than erroneous or untrue and imports an 
intention to deceive, and a materially false statement in writing 
must have been knowingly or intentionally untrue to bar a dis- 
charge. Intention to deceive is always material as an element of 
proof, and, by the weight of authority, such intent is an essential 
element. . . . If a debtor was misled into signing the statement by 
the creditor’s agent, who filled it out and gave it to the debtor to 
sign, leaving certain blanks unfilled, the element of intention is 
lacking, and the debtor’s discharge is not barred.” 


In 7 Remington on Bankruptcy, 5th Ed., § 3327, pp. 575-581, it is 
stated: 


“Tt is an essential element of this bar to discharge that the state- 
ment made must have been materially false... . 

“ ‘False,’ in this connection means more than merely ‘untrue’ or 
‘incorrect,’ it implies guilty knowledge and intentional deceit. . . . 

“The false statement in writing which is enough to deny a dis- 
charge implies a statement knowingly false or made recklessly with- 
out an honest belief in its truth and with a purpose to mislead or 
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deceive and thereby obtain from the person to whom it was made, 
property upon credit. ... 

“Falsity cannot be predicated of an omission to state: there 
must be a statement, a positive assertion, that is false.” 
In 8 CJ.S., Bankruptcy, § 521, p. 1428 et seq., it is stated: 

“The written statement relied on to bar a discharge must be 
not merely untrue, but must be shown to be intentionally or 
knowingly so. Stated otherwise, all other factors being present, a 
discharge will be denied if, but not unless, the statement relied on 
as false was made with knowledge of its falsity and an intention 
to mislead, or was so recklessly made as to warrant an imputation 
of fraud or intent to mislead or deceive. To defeat a discharge on 
the ground that a bankrupt omitted obligations from his state- 
ment, it is necessary to show, either expressly or impliedly, that he 
knew the obligations existed and could be enforced against him.” 


In Hartsfield Co. v. Smith, 5 Cir., 61 F.2d 723, 724, the court in grant- 
ing the bankrupt a discharge said in part: 


“Tt is not sufficient that the ‘materially false statement,’ refer- 
red to in the section of the Bankruptcy Act under consideration, is 
untrue, erroneous, or mistaken; such statement, in order to con- 
stitute a bar to the discharge of the bankrupt, must be false in 
the sense that it is intentionally untrue. Gilpin v. Merchants’ Nat. 
Bank, 3 Cir., 165 F. 607, 20 L.R.A.,N.S., 1023; Franklin v. Mon- 
ning Dry Goods Co., 5 Cir., 217 F. 929; In re Rosenfeld, 2 Cir., 
262 F. 876; In re Matthews, 7 Cir., 272 F. 263; Farmers’ Savings 
Bank v. Allen, 8 Cir., 41 F.2d 208... . 

“That statement on its face was incomplete, in that it did not 
state in the blanks provided for the purpose the price for the real 
estate, or the amount of the mortgage indebtedness that was 
against it. And the statement of total indebtedness excluded the 
mortgage indebtedness. . . . Appellant accepted the bankrupt’s 
representations without requiring the complete statement called 
for by the form which it furnished. Manifestly it could not know 
the net worth of the real estate without knowledge of its value or 
of the incumbrances upon it. It therefore was advised that the 
bankrupt’s representation of his net worth was at best an estimate. 
The bankrupt’s representation that he was liable as an indorser 
for $500, whereas the proof showed he was so liable for $1,000, can 
as well be attributed to an honest mistake as to a deliberately 
false statement.” 


See also Schapiro v. Tweedie Footwear Corporation, 3 Cir., 131 F.2d 
876, 878; Third Nat. Bank v. Schatten, 6 Cir., 81 F.2d 538, 540; Baash- 
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Ross Tool Co. v. Stephens, 9 Cir., 73 F.2d 902, 905; In re Axel, D.C., 
103 F.Supp. 810, affirmed Axel v. Industrial Bank, 2 Cir., 196 F.2d 217; 
In re Barnhart, D.C., 91 F.Supp. 453; In re Venturella, D.C., 25 F.Supp. 
332, affirmed 2 Cir., 102 F.2d 1022. 


The question as to whether a written application for a loan or credit 
is materially false within the meaning of section 14 of the Bankruptcy 
Act must be determined on the basis of the particular facts and cir- 
cumstances in each case. In the present case there are certain signifi- 
cant facts which should be kept in mind: (1) That the printed form of 
written application to the Union bank for a loan on May 10, 1954, was 
not filled out by the bankrupt; (2) that the application was in fact 
filled out by the loan officer of the bank from information he obtained by 
questioning the bankrupt; (3) that the space on the application form 
immediately following the words, “give full list of present creditors,” 
was left blank by the bank’s loan officer; (4) that there is no proof or 
showing that the loan officer questioned the bankrupt as to his having 
obligations or indebtedness other than instalment payments; (5) that 
on the reverse side of the application, in answer to the question, “Are 
you making instalment payments? To whom?” the bankrupt correctly 
answered, “None”; (6) that the loan officer testified that he did not 
recall questioning the bankrupt as to any other indebtedness or obliga- 
tions; (7) that in 1953 the Idemas had begun a suit for damages against 
the bankrupt in the circuit court of Kent county; that the bankrupt 
had denied liability to the Idemas and had employed counsel to defend 
him in that suit; that a trial was had in circuit court but no decision 
had been rendered prior to the time the bankrupt applied to the Union 
‘bank for the loan on May 10th; (8) that on May 21st, subsequent to his 
applying for the loan, a judgment was rendered in favor of the Idemas and 
against him in the circuit court action; (9) that the advances which the 
bankrupt’s mother had made to him from time to time several years 
prior to May 10, 1954, were not evidenced by any promissory note or other 
evidence of indebtedness; (10) that there was no agreement or under- 
standing between the bankrupt and his mother as to when, if ever, such 
advances were to be repaid to her; (11) that the mother had not re- 
quested him to repay such advances; (12) that it appears that the 
mother had made advances to other members of her family; (13) that 
the amount advanced by the mother was not listed as a liability in his 
schedules in bankruptcy; and (14) that the Union bank did not object 
to the bankrupt’s discharge. 


From the testimony in the present case it appears that the bank’s 
loan officer filled out the loan application, leaving blank the space fol- 
lowing the words, “give full list of present creditors,” and then handed 
it to the bankrupt for signature. The bankrupt could reasonably have ex- 
pected the bank’s loan officer to ask him such questions and obtain such 
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information as the bank desired, and he could reasonably have assumed 
that the loan officer by questioning him obtained all the information 
the bank wanted. There is no showing that the bankrupt failed to 
answer any questions or furnish any information the loan officer re- 
quested. In 1 Collier on Bankruptcy, 14th Ed., § 14.40, page 1374, it is 
stated: “If a debtor was misled into signing the statement by the 
creditor’s agent, who filled it out and gave it to the debtor to sign, leav- 
ing certain blanks unfilled, the element of intention is lacking, and the 
debtor’s discharge is not barred.” Furthermore, it seems obvious that 
the bank did not make the loan to the bankrupt in entire reliance on 
his application, as the loan officer testified that “Mr. DeGlopper, fi- 
nancially speaking, was very sound and he had a very excellent record 
with us,” and that he had made all payments on the loan as they came 
due. 

The law is well established that an intent to deceive and defraud 
and to make a false statement cannot be inferred from the fact that a 
space in a financial statement is left blank. In other words, the blank 
space in the loan application here in question cannot be construed as 
a fraudulent representation by the bankrupt that he had no “present 
creditors.” The most recent decision determining the question as to the 
effect of a blank space in a bankrupt’s application for a loan or credit 
is Kansas Federal Credit Union v. Niemeier, 10 Cir., 1955, 227 F.2d 287. 
In that case a creditor objected to the bankrupt’s discharge on the 
ground that he had made a materially false financial statement upon 
which credit had been extended. In affirming the district court’s dis- 
charge of the bankrupt, the appellate court said, 227 F.2d at page 290: 


“The most serious question is with respect to the financial state- 
ment submitted to the appellant when the bankrupt obtained his 
loan from it. It is claimed that this statement is false in two re- 
spects; that therein the bankrupt stated that he owned 720 acres 
of land, and also failed to list some of his creditors, when in fact 
he owned no land and had two such creditors, to one of whom he 
owed a considerable sum. The application statement upon which 
the bankrupt got the loan and which was filled out originally 
entirely by himself was headed as follows: ‘I am indebted to the 
following creditors (list all debts such as doctor bills, installments, 
loans, etc. . . .)’ Following this statement appeared a number of 
lines for listing such creditors, and lines for the amount owing to 
each. This was left entirely blank. . . . 


“With respect to the omission of the two creditors, appellant 
claims that the bankrupt was guilty of a material misrepresentation 
upon which it relied and extended the credit. The identical ques- 
tion upon a nearly identical financial statement was before the 
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federal court in International Harvester Co. of America v. Carl- 
son, 8 Cir., 1914, 217 F. 736, 739. Concerning this the court there 
said: ‘This schedule of liabilities is left entirely blank in the state- 
ment, and it seems to be contended that because of these blanks 
the bankrupt states that he owed nothing that could properly come 
under either of these heads; whereas, in fact, the evidence shows 
that he was indebted in considerable sums under each head. We do 
not think that an omission constitutes a “material statement,” 
within the meaning of section 14 of the Bankruptcy Act. There is 
nothing in any other part of the form which declares that blanks 
unfilled are to be construed as representing that nothing is owing 
under the heading. A “material statement” means not a blank, nor 
an inference from a blank. There must be a direct statement, either 
negative or positive, which is false, to justify the denial of the bank- 
rupt’s discharge.’” 


In International Harvester Co. of America v. Carlson, 8 Cir., 217 
F. 736, 739, the court expressly held that a space left entirely blank 
in a financial statement to obtain a loan or credit does not constitute 
a “material statement” within the meaning of section 14 of the Bank- 
ruptcy Act, and that “A ‘material statement’ means not a blank, nor 
an inference from a blank.” 


In the case of In re Monaghan, D.C., 40 F.Supp. 245, the court in 
considering the fact that certain questions in a written loan applica- 
tion to a bank were not answered and were left blank, said in part: 


“The bankrupt did not make any representation with respect 
to liabilities on previous and unpaid notes as a maker or endorser. 
He made no answer to the questions. The statement made by the 
bankrupt was not false since he did not make any representations 
as to the previous borrowings. There can be no assumption that 
a statement is false because the questions were not answered.” 


The bankrupt had denied liability to the _Idemas, and had employed 
counsel to represent and defend him in the suit for damages which 
they had instituted against him in circuit court. No decision had been 
rendered in that case prior to the bankrupt’s application to the bank 
for a loan on May 10, 1954, and at that time he had the right to be- 
lieve that he owed the Idemas nothing. The circuit court action was 
not decided and the judgment against the bankrupt was not entered 
until sometime subsequent to his application to the bank for the loan 
in question. The fact that the bankrupt did not disclose in his applica- 
tion to the Union bank that the objecting creditors, the Idemas, had 
instituted a suit against him in circuit court, did not constitute his ap- 
plication a “materially false statement” within the meaning of section 
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14 of the Bankruptcy Act. In considering the question as to whether 
a financial statement was “false” within the meaning of section 14 of the 
Bankruptcy Act because it failed to disclose the fact of a pending law 
suit against the bankrupt, in Baash-Ross Tool Co. v. Stephens, 9 Cir., 73 
F.2d 902, 905, 906, the court said: 


“Appellants place considerable stress in their briefs upon the 
fact that in none of the three financial statements furnished to the 
objecting creditors did the bankrupt mention the fact that a 
suit was pending against him for a sum approximating $17,000. 
... There was no testimony or evidence introduced at the hearing 
which tended to show an absence of good faith on the part of 
the bankrupt in believing that he had a justifiable claim, nor was 
any showing made which would tend to indicate that the bankrupt 
could have reasonably foreseen the way in which the matter 
would necessarily terminate in court. The bankrupt’s conduct 
with reference to this suit which was pending seems sufficiently 
consistent with innocence and good faith to warrant the special 
master in finding that such omission was not made with intent 
of falsifying his financial statements or for the purpose of defraud- 
ing his creditors. To defeat a discharge on the ground that a 
bankrupt omitted obligations from a financial statement made 


by him, it is necessary to. show either expressly or impliedly that 
he knew the obligations existed and could be enforced against 
him. In re Maaget, D.C.N.Y., 245 F. 804. See, also, In re Kerner, 
2 Cir., 250 F. 993.” 


In the case of In re Cleveland, D.C., 40 F.Supp. 343, in considering the 
effect of a bankrupt’s failure to disclose in his written application for a 
loan the fact that a suit was pending against him, the late Judge Fred M. 
Raymond of this district said: 


“The issue for determination upon the objections filed is 
whether the bankrupt, in omitting from his statement in writing 
to the objecting creditor the two claims referred to, was actuated 
by bad faith. In the case of Third National Bank v. Schatten, 
6 Cir., 81 F.2d 538, 540, it was held that the words ‘false state- 
ment in writing’ within provision of Bankruptcy Act, 11 U.S.C.A. 
§ 32, authorizing denial of discharge therefor, implies statement 
knowingly false, or made recklessly without honest belief in its 
truth, and with purpose to mislead or deceive; ‘false’ meaning 
false in sense of being intentionally untrue. Careful review of the 
record made before the referee convinces the court that there was 
sufficient basis for bankrupt’s belief that the claim of the Bishop 
Furniture Company had been satisfactorily adjusted so that no 
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indebtedness remained. The court is also convinced that the 
referee was right in his conclusion that the omission of the 
alleged claim of Northwestern Oil Products Company was not 
the result of a purpose to mislead or deceive. Bankrupt had 
repeatedly denied liability and had decided to contest the claim 
in court if sued. In the case of Baash-Ross Tool Co. v. Stephens, 
9 Cir., 73 F.2d 902, 905, the court said: ‘. .. To defeat a dis- 
charge on the ground that a bankrupt omitted obligations from 
a financial statement made by him, it is necessary to show either 
expressly or impliedly that he knew the obligations existed and 
could be enforced against him. In re Maaget (D.C.N.Y.) 245 
F. 804. See, also, In re Kerner [2 Cir.] 250 F. 993.’ See also, 
Hartsfield Co. v. Smith, 5 Cir., 61 F.2d 723; In re Lessler, 2 Cir., 
74 F.2d 249; In re Venturella, D.C., 25 F.Supp. 332; Gilbert’s 
Collier on Bankruptcy, Fourth Ed., sec. 489.” 


In considering the effect of a bankrupt’s failure to include in his 
written application for a loan, certain creditors whose claims he disputed 
or did not admit, the court in the case of In re Venturella, D.C., 25 
F.Supp. 332, 333, 334, said: 


“A materially false statement must be one the falsity of 
which is known to the bankrupt, and must be made with intent 


to deceive. Matter of Strauss, supra [D.C., 4 F. Supp. 810]; Baash- 
Ross Tool Co., supra [9 Cir., 73 F.2d 902]; In re Johnson, supra 
[D.C., 1 F.Supp. 649]; Third National Bank v. Schatten, 6 Cir., 
81 F.2d 538. Nor is the failure to disclose a matter or circumstance 
affecting the financial status of the debtor a ground for denying a 
discharge, unless such disclosure was fairly called for or implicit in 
the representation which, in fact, was made. Judge Swan, in 
this Circuit, speaking for the Circuit Court of Appeals, in Re 
Little, 65 F.2d 777, at the bottom of page 778, said: ‘Failure 
to make a full and fair oral disclosure is not a ground for denying 
a bankrupt his discharge. There must be a false and fraudulent 
statement in writing.’ ... 

“Furthermore, it is always possible that a person may be 
cognizant of the assertion of a claim against him, which he, in 
good faith, knows or honestly believes to be unfounded. The 
average man when asked to list his liabilities cannot be expected 
to assume that alleged claims are called for as well as recognized 
liabilities. If a questionnaire intends to cover mere claims,—as 
distinguished from conceded debts and liabilities, the questioner 
can resort to the very simple procedure of asking for just that 
information. A credit application should not be framed as a trap 
for the unwary. In order to ascertain the true facts, and show by 
the written statement what are alleged claims against an applicant 
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for credit as distinguished from debts admittedly due, he can be 
asked: ‘Are there any claims against you which you dispute? If 
so, state them.’” 


In the case of In re Payne, D.C., 48 F. Supp. 360, 361, a creditor bank 
objected to the bankrupt’s discharge on the ground that the financial 
statement which he furnished the bank was false in that, among other 
things, he had failed to list a liability for three months’ rent upon his 
place of business. In dismissing the objections and confirming the bank- 
rupt’s discharge the court said: 

“Nor did the bankrupt’s failure to list as a separate liability 
three months’ rent upon his place of business require a finding 

of fraudulent intent. The bankrupt testified that at the date of 

the statement he did not consider this item as a liability. To be 

sure, this claim for rent was eventually reduced to judgment but 
the judgment was not obtained until some time after the date 

of the statement.” 


As hereinbefore stated, the question as to whether the bankrupt’s 
written application to the Union bank for a loan on May 10, 1954, was 
“materially false” within the meaning of section 14 of the Bankruptcy 
Act, must be determined in accordance with the established law as 
applied to the particular facts and circumstances in this case. The bank- 
rupt was legally entitled to a discharge unless it was established that 
his application to the bank was “materially false” respecting his fi- 
nancial condition. The court has considered the testimony and the 
exhibits presented and concludes that there is no evidence showing, or 
from which it could be inferred, that the bankrupt’s written application 
to the Union bank was made with an intention to defraud and deceive 
and was knowingly and intentionally untrue. Therefore, his application 
was not “materially false” within the meaning of section 14 of the Bank- 
ruptcy Act. 

For the reasons stated herein the court concludes: (1) That under 
the facts and circumstances in the present case, the bankrupt’s written 
application to the Union bank on May 10, 1954, was not a “materially 
false statement”, within the meaning of section 14, sub. c(3) of the 
Bankruptcy Act, respecting his financial condition; (2) that the referee 
was in error in holding that the bankrupt’s application to the bank was 
materially false; (3) that the referee erred in denying the bankrupt 
a discharge; and (4) that the bankrupt is legally entitled to a dis- 
charge. 

Therefore, the creditors’ objections to the bankrupt’s discharge are 
overruled and dsimissed; the order of the referee ehtered April 8, 1955, 
denying discharge is reversed and set aside; and this matter is remanded 
to the referee in bankruptcy for further proceedings in accordance with 
this opinion. 
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Summary Judgments Denied in Adverse 
Claimant Case 


In a case involving an interesting and complicated foreign 
commercial transaction, a federal district court has ruled that 
neither the plaintiff nor the defendant was entitled to a sum- 
mary judgment. The complaint alleged that some $228,570 
was transmitted by First National City Bank to the Chase 
Manhattan Bank for deposit to the credit of or for the account 
of the plaintiff and that Chase refused to pay these funds to 
plaintiff on demand. Suit was brought against Chase for $228,- 
570 plus $420,000 damages; Chase in turn brought First 
National City in as a third party defendant. 

The issue was whether or not the plaintiff was required to 
procure a restraining order or pos: an indemnity bond under 
New York State Banking Law, Section 1384(5) in order to 
get delivery of the funds. This statute requires such action 
by an “adverse claimant” before the depository bank is obliged 
to take notice of the claim. The plaintiff insisted that he was 
not subject to the statute because he was not an “adverse claim- 
ant” but rather was the owner with clear and unqualified title 
to the funds. Both the Chase Bank and the plaintiff believed 
their contentions to be conclusive so both moved for summary 
judgment. 

The court denied both motions. It ruled there was a de- 
finite absence of proof that plaintiff had unconditional title to 
the funds. Likewise it was not absolutely certain that the 
issues of fact would not be decided against the banks even 
though it appeared that their action had been justified. Since 
there were fact issues which could not be established conclusive- 
ly by the documents before the court, no summary judgment 
could be given. Bourgeois v. Chase Manhattan Bank of New 
York, First National City Bank of New York, Third Party 
Defendant, United States District Court, S.D. New York, 139 
F.Supp. 265. The opinion of the court is as follows: 


HERLANDS, D.J.—Plaintiff and defendant Chase Manhattan Bank 
of New York, have each moved for summary judgment. Both motions 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 762. 
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are denied for the reasons set forth in this opinion. 

The litigation in chief arises out of a banking transaction in 1955, 
whereby funds were to be transferred from France to the United States. 
This transaction involved, in one way or another, the following seven 
participants: the plaintiff, a resident of Miami, Florida; Banque Fran- 
caise du Commerce Exterieur (referred to herein as “the French bank”) ; 
a client of the French bank, known as Chantiers Navals de La Ciotat (re- 
ferred to herein as “La Ciotat”); the Mercantile Bank of Miami Beach 
(referred to herein as “Mercantile”); the First National City Bank 
of New York (referred to herein as “First National”); the Chase Man- 
hattan Bank of New York (referred to herein as “Chase”), and the 
Paris Branch of Chase. The transaction will be referred to in greater 
detail in the course of this opinion. 


Plaintiff filed his complaint on August 11, 1955 against Chase. On 
September 1, 1955, Chase filed a third party complaint against First 
National. 

The complaint demands a total of $648,570 on the basis of two 
claims: The first charges Chase with having converted a fund of 
$228,570, allegedly transmitted on June 1, 1955 to Chase by First Na- 
tional for deposit to the credit or for the account of plaintiff. Chase is 
alleged to have refused to deliver that fund to plaintiff despite plaintiff's 
right to it and his appropriate demand. The second claim seeks $420,000 
as damages resulting from Chase’s alleged conversion. 


Chase’s answer denies any wrongdoing; admits the fact of non- 
payment to plaintiff, and pleads an affirmative defense predicated upon 
the provisions of section 134(5) of the New York State Banking Law, 
McK.Consol.Laws, c. 2. That statute provides: 


“Notice to any bank or trust company of an adverse claim 
to a deposit of cash or securities standing on its books to the 
credit of, or held for the account of, any person shall not be effect- 
ual to cause said bank or trust company to recognize said adverse 
claimant unless said adverse claimant shall also either procure a 
restraining order, injunction or other appropriate process against 
said bank or trust company from a court of competent jurisdiction 
in the United States in a cause therein instituted by him wherein 
the person to whose credit the deposit stands, or for whose account 
it is held, or his executor or administrator is made a party and 
served with summons, or shall execute to said bank or trust com- 
pany, in form and with sureties acceptable to it a bond, indemnify- 
ing said bank or trust company from any and all liability, loss, 
damage, costs and expenses, for and on account of the payment of 
or delivery pursuant to such adverse claim or the dishonor of the 
check or other order of the person to whose credit the deposit 
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stands on the books of said bank or trust company or for whose 
account it is held by said bank or trust company.” 


It is undisputed that plaintiff has taken neither of the steps pre- 
scribed by the statute for “adverse” claimants to a bank deposit, i.e., 
to procure a restraining order or to post an indemnity bond. 


In its motion for summary judgment, Chase argues that, upon the 
undisputed evidence, the plaintiff must be deemed conclusively to be an 
“adverse” claimant subject to the above-quoted statute and, hence, that 
plaintiff's failure to comply with that statute compels the granting of 
summary judgment to Chase. 

On the other hand, plaintiff argues that he is not subject to that 
statute because the evidence conclusively establishes, as a matter of law, 
that he is not an “adverse” claimant to the $228,579 fund in question; 
that he has clear and unqualified title to that fund as owner thereof; 
that there never was or could be any question as to his being the sole 
claimant to that fund while it was in Chase’s possession; and that Chase 
had actual and constructive knowledge of his ownership at the time 
it refused to turn over the fund to him. Accordingly, plaintiff's motion 
is for partial summary judgment on all issues except the amount of 
alleged damages. 

The circumstances of proof and considerations of policy that permit 
the granting of a summary judgment are now so well-defined that the 
controlling principles may be said to be axiomatic. It is necessary only 
to refer to Circuit Judge Lumbard’s recent caveat Yung Jin Teung v. 
Dulles, 2 Cir., 229 F.2d 244, 246, where summary judgments were 
reversed that (a) “If there is any relevant issue of fact which the papers 
do not resolve,” it would be erroneous to grant a motion for summary 
judgment; and (b) The only papers that may be considered on such 
a motion are affidavits “made on personal knowledge” and papers 
that would “constitute evidence which would be admissible at trial.” 


The competent and essential proof bearing upon the merits of these 
motions consists of sixteen telegrams, cablegrams, letters, and bank 
documents; the parties’ affidavits to the extent that they are made on 
personal knowledge; and pre-trial depositions of the defendants. The 
Clerk’s file indicates that plaintiff’s pre-trial deposition was taken. 
However, that deposition is not on file nor has it been submitted to the 
Court. 


A painstaking analysis of this documentary chronicle leaves much to 
be desired in the way of a full explanation—by sworn and competent 
proof—as to the origin, background and true nature of the underlying 
business and banking transactions reflected only partially in the docu- 
mentary proof now before me. There are significant lacunae in the 
submitted evidence with respect to Chase’s and First National’s initial 
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and subsequent contact with and knowledge of such transactions. This 
unsatisfactory state of the record may best be shown by referring 
specifically to the telegrams, cablegrams, and the other papers. 
1. May 23, 1955: Mercantile’s Cable to Paris Branch of Chase 

In a cablegram sent on May 23, 1955, Mercantile requested the 
Paris Branch of Chase to advise the French bank as follows: (a) that 
letters addressed May 16 to the French bank and La Ciotat constitute 
fullest reimbursement guarantee that an American bank can issue, 
as requested in French bank’s and La Ciotat’s cable, dated April 20, 
with reference to La Ciotat and Bourgeois, the plaintiff; (b) that “we” 
are looking for their immediate transfer of funds to Miami, as requested; 
(c) that “we” are advised that further delay is damaging the chartering 
situation which was ready long ago; and (d) that “we” expect funds 
“by Telex.” 

The record before me does not contain competent proof of the 
May 16th letters addressed to the French bank and La Ciotat. Nor 
does the record set forth the April 20th cable of the French bank and 
La Ciotat. The reference to the plaintiff and La Ciotat in the latter 
cable is not the subject of clarifying evidence. Similarly, the “immediate 
transfer of funds to Miami as requested” is obscure, as to who would 
transfer what funds in what amount, from whom, to whom, and pur- 
suant to what request. The “chartering situation” is fleetingly refer- 
red to, without further comment of a probative character. 

Moreover, beyond the face of the cablegram itself, there is no clear 
evidence of the nature and extent of knowledge on the part of Chase’s 
Paris Branch with respect to any of the foregoing matters, particularly 
the plaintiff's financial interest in them. It is, however, a fact that by 
May 23, 1955, the Paris Branch of Chase knew of the plaintiff by name. 

The reference to a transfer of funds “to Miami” is somewhat ambig- 
uous, as both the plaintiff and Mercantile are residents of Miami. 

2. May $1, 1955: French Bank Cable to First National 

In a cable received on May 31, 1955 by First National, the French 
bank (a) referred to its prior communication of April 20th for remit- 
tance “in suspense account”; (b) instructed First National to transfer 
immediately $228,570 to Mercantile; (c) stated that the transfer was by 
order of La Ciotat; and (d) stated that Mercantile will receive “in- 
structions.” 

The prior communication of April 20th of the French bank to First 
National is not set forth. (It will be noted that April 20th is also the 
date of a cable of the French bank and La Ciotat, which refers to the 
plaintiff and La Ciotat and which is mentioned in Mercantile’s cable 
of May 23, 1955 to the Paris Branch of Chase. It ‘is not clear whether 
the date of April 20th identifies the same cable.) 

The nature and extent of the “suspense account” and “instructions” 
to be received by Mercantile are not explained. 
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3. May $1, 1955: French Bank Cable to First National 

This cablegram was written in French but there is no dispute as to the 
accuracy of the translation. In it the French bank gave First National 
the text of a telegram that the latter was directed to transmit in behalf 
of the former to Mercantile. 

This telegram to Mercantile makes the following statements: (a) 
That the French bank received Mercantile’s cable “worded thus.” 
(Neither Mercantile’s cable nor its text has been submitted to the 
Court. The reference to its terms is obscure and indirect.) (b) That the 
French bank considers Mercantile as having guaranteed “uncondi- 
tionally the reimbursement at its maturity of a note held by” Mercan- 
tile “for $228,570 subscribed by Pierre Bourgeois of New York to the 
order of Chantiers Navals of La Ciotat.” (The actual terms of the 
guaranty are not set forth. Who is the beneficiary of the reimbursement 
guaranty is unclear. A copy of the note is not in the record. The con- 
sideration for the note is not mentioned.) (c) “under such conditions,” 
the French bank has instructed First National to transfer “to you” 
[Mercantile] $228,750 “ to be entered to the credit of the account with 
you [Mercantile] of Pierre Bourgeois.” (It is to be noted that the French 
bank’s instructions to First National are predicated upon Mercantile’s 
guarantee referred to in “(b)” above. The instruction to First National 
to transfer $228,570 to Mercantile is clear. The next phrase—‘to be 
entered to the credit of the account with you of Pierre Bourgeois”—is 
an instruction to Mercantile that the $228,570 transferred to Mercan- 
tile by First National is to be credited by Mercantile to Bourgeois’ ac- 
count with Mercantile.) 

4. May 31, 1955: First National Night Telegram to Mercantile 

Pursuant to the French bank’s cabled instructions to First National, 
First National sent a night telegram to Mercantile quoting, in French, 
the text of French bank’s cable and advising Mercantile that the 
$228,570 would be transferred to Mercantile through Chase on June 
Ist “without responsibility on our part.” 

5. June 1, 1955: First National Letter of Instructions and Cashier’s 
Check to Chase 

First National delivered to Chase, New York Office, its cashier’s check 
for $228,570 payable to the order of Chase. In an accompanying letter 
of instructions, it was stated that the check was for the credit of Mer- 
cantile; that this was being done “under wire advice” and on order of 
the French bank “as per” First National’s night telegram of May 31st 
“sent direct” to Mercantile. 

6. June 1, 1955: Memorandum of Chase’s Money Transfer Department 

A file memorandum of Chase records the receipt of the $228,570 from 
First National and the crediting of that amount to Mercantile’s account. 
The memorandum also states that Chase advised Mercantile by tele- 
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gram that $228,570 had been credited to Mercantile’s account, on order 
of the French bank and in accordance with First National’s night tele- 
gram of May 3st sent directly to Mercantile. 


7. June 15, 1955: Plaintiff’s Telegram to Chase 


On June 15th, plaintiff sent Chase a telegram in which he stated: 
(a) that the $228,570 deposited by Chase to Mercantile’s account 
“belong to me” [plaintiff] and are “for account of” plaintiff; (b) that 
on June 9, 1955 plaintiff had sent a telegram to Mercantile in which 
he demanded that Mercantile should immediately credit to his account 
the $228,570 “based on” First National’s telegram of May 31st to Mer- 
cantile; and (c) that Mercantile’s failure to comply with plaintiff's 
demand would constitute basis for a damage claim against Mercantile. 


8. June 16, 1955: Chase’s Letter to First National 


On June 16th, Chase advised First National that it had credited 
$228,570 “under wire advice” to Mercantile, and that it had received 
a telegram from plaintiff, which it quoted at length. 

9. June 20, 1955: French Bank’s Cable to First National 

In this cable, the French bank informed First National that Mer- 
cantile has “ not accepted transfer requested by” the French Bank’s 
May 3lst cable. The French bank requested First National to advise 
it “ whether the funds have been returned to ” First National and whether 
they are “at present in account in the name” of the French bank. 

The communication between Mercantile and the French bank, in 
which the former advised the latter that it would not accept the trans- 
fer of the $228,570, has not been put in the record. 

10. June 21, 1955: First National’s Cable to French Bank 

In response to the French bank’s June 20th cable, First National 
advised the French bank that the funds were not returned to First 
National and that plaintiff was claiming “funds of Mercantile Bank 
and its New York correspondent Chase Manhattan.” 

11. June 22, 1955: First National’s Letter to Mercantile 

On June 22, First National sent Mercantile the texts of the June 20th 
and 21st cables from and to the French bank. In addition, First Na- 
tional quoted the French bank’s latest instructions that Chase should 
hold the funds “in suspense account” in the name of the French bank 
for La Ciotat. (It will be noted that the term “suspense account” first 
appears in the French bank’s cable of May 31, 1955 to First National. 
It is not otherwise descriped.) 

In this letter, First National refers to its payment of $228,570 to 
Chase “for the credit of” Mercantile’s account, ‘and adds: 


“The amount involved was to be paid under certain conditions 
to Mr. Pierre Bourgeois.” 
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The “conditions” under which the amount was to be paid to plaintiff, 
and the name of the bank who was to make the payment are not ex- 
plicitly mentioned. 

12. June 22, 1955: First National’s Letter to Chase 

First National wrote to Chase, transmitting a copy of First Na- 
tional’s letter of June 22nd to Mercantile, and forwarding the message 
from the French bank to Chase in compliance with the French bank’s 
instructions that Chase should hold the funds in a “suspense account” 
in the name of the French bank for La Ciotat. 


13. June 23, 1955: First National’s Letter to Chase 

On June 23rd, First National sent Chase the text of a cable re- 
ceived from the French bank, in which the latter “urgently” requested 
First National “to return . . . at once funds deposited in suspense ac- 
count” in the name of the French bank. First National requested Chase 
to “arrange accordingly.” As previously indicated, the funds had not 
been deposited in a suspense account, but had been deposited by First 
National in Chase for the credit of Mercantile. 
14. June 23, 1955: Chase’s Letter to First National 

Chase advised First National that it was unable to comply with 
the request that the fund should be deposited in a suspense account 
because it had given “final credit” for the fund to Mercantile. 
15. June 27, 1955: Mercantile Telegram to Chase 

In a telegram dated June 27th, Mercantile directed Chase to return 
to First National the $228,570 that had been deposited to Mercantile’s 
account. 
16. June 27, 1955: Chase’s Refund to First National 

On June 27th, Chase paid First National $228,570 by check. A file 
memorandum of Chase refers to this retransfer, and states that the 
payment was made “in accordance with instructions from phone today 
Mercantile National Bank.” There is no elaboration of the phone in- 
structions. 
17. Plaintiff's Affidavit 

Plaintiff attempts to explain why the $228,570 was sent to him and 
why he was at all times the owner of that fund: 


“Your deponent has certain contracts with Chantiers Navals 
de La Ciotat of France for the construction of tankers and your 
deponent had arranged with Chantiers Navals de La Ciotat to 
have this $228,570 transferred to the United States for the use, 
credit and benefit of your deponent and said Chantiers Navals 
de La Ciotat and your deponent had arranged with Bank Fran- 

~ caise du Commerce Exterieur of Paris, France to have such $228,- 
570 transferred to the United States for the use, credit and benefit 
of the said plaintiff.” 
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I find plaintiff's affidavit wanting in precise factual detail. What are 
the “certain contracts” with La Ciotat? What are the arrangements with 
La Ciotat for the $228,570 transfer? Plaintiff speaks of $228,570 to be 
transferred to the United States for the credit of plaintiff and La Ciotat 
and, at the same time, he speaks of an arrangement with the French bank 
to have that sum transferred to the United States for the credit of 
the plaintiff alone. 

There is a definite absence of any persuasive evidence that plaintiff 
had unconditional title to the funds in question. 


The overwhelming weight of the evidence establishes that First 
National and Chase acted properly in setting up the account in the 
name of Mercantile, and that they regarded the funds in Chase as to the 
credit of Mercantile. 

The moving affidavits submitted by plaintiff and his attorney 
conspicuously are silent as to why the French bank ordered the money 
to be returned and why Mercantile complied with that instruction. 


The purpose of section 134(5) is to protect a bank, as stakeholder, 
against the hazard of double liability. See Leeds v. Guaranty Trust Co., 
Sup.Ct.N.Y.Co. 1948, 193 Misc. 681, 682, 85 N.Y.S.2d 70; Gendler v. 
Sibley State Bank, D.C.N.D Iowa 1945, 62 F.Supp. 805, 810-811. On the 
record now before the Court, it is clear that the banks had ample basis to 
act as they did. While there is great doubt of any merit to plaintiff’s 
claims, it cannot be asserted dogmatically that there are absolutely 
no issues of fact. The Court is dealing here with motions for summary 
judgment before trial and not with a motion for a directed verdict 
after trial. 

In view of the state of the record, the Court is disinclined to rule 
as a matter of law that plaintiff is or is not an “adverse” claimant under 
section 134(5). There are questions of fact that should be resolved only 
upon a trial after cross-examination and full proof on all issues. 

The motions for summary judgment are denied. Settle order on notice. 





Principal Liable to Bank as Holder of 
Checks 


A case where the owner of a business was almost unbeliev- 
ably careless in financial matters has come before the Tennessee 
state courts and been settled in favor of a depository bank. The 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 56. 
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owner of a business large enough to involve $100,000 of cattle 
buying a day, hired a bookkeeper and apparently gave him un- 
limited authority to write checks on the corporation, including 
checks to pay his own salary. The bookkeeper misappropriated 
funds of the company for over two years but was not discovered 
until he absconded with the proceeds of two checks which he 
had drawn on the company, deposited in the plaintiff bank, and 
then withdrawn from this bank for his own use. When his 
activity was discovered the owner of the company had its bank 
stop payment on the two checks. The depository bank then 
brought suit against the owner. 

In deciding for the bank the court found that the book- 
keeper, as the owner’s agent had apparently unlimited au- 
thority to cash checks, that the bank had no notice of any cul- 
pability on the part of the bookkeeper and that the owner had 
not examined his bank statements for two years. These facts 
having been established, the court ruled the bank could recover 
the amount of the checks from the owner. Nashville Trust 
Company v. Southern Buyers, Inc., Court of Appeals of Ten- 
nessee, 288 S.W.2d 469. The opinion of the court is as follows: 


FELTS, J.—This bill was filed by the Nashville Trust Company 
against Southern Buyers, Inc., to recover $3,833.46, alleged to be due 
complainant as holder in due course of two checks which were drawn in 
defendant’s name by its agent on its account with another bank and 
on which it stopped payment. 

Defendant by answer denied it was liable on these two checks, and 
by cross-bill sued complainant for $15,069.44, the amount of 16 other 
checks which defendant alleged its employee had illegally and fraudu- 
lently drawn on its account and converted to his own use by cashing 
some of them at complainant bank and depositing the others in his 
account there. It was charged that complainant had notice and aided 
his conversion of the funds. 

The cause was heard upon the pleadings and proof by depositions, 
and the Special Chancellor hearing it entered a decree for complainant 
for the sum sued for and dismissed the cross-bill. Defendant appealed 
to this Court. 

Complainant is a banking institution in Nashville. Defendant is a 
corporation which was organized by W. H. Grissim, Jr., for the conduct 
of his business of buying and selling livestock at the Nashville stock- 
yards. It is a one-man corporation, Mr. Grissim being its principal 
director, its president, and the owner of all of its capital stock except 
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one share held in the name of his wife and another in the name of a 
Mrs. Pearson when she was his bookkeeper, to qualify them as directors. 

The agent here involved was one H. A. King, who sometimes signed 
his name Herb King. He was employed by defendant from February 
1946 until October 17, 1948. During this period Mr. Grissim gave all 
his time to the buying and selling of livestock, and King looked after 
the bookkeeping, collections, receipts, and disbursements. He handled 
about $100,000 per day. Defendant carried its bank account in the 
Third National Bank in Nashville. 

Defendant placed with its bank a signature card authorizing checks 
on its account to be signed in its name by H. A. King, without any 
instructions to the bank or any limitation on his authority. He was 
authorized to draw all the checks for the corporation, including checks 
to himself for his salary and his bonuses. Indeed, so far as appears, 
he was the only person authorized to sign checks for defendant. He was 
supplied with blank form checks which did not indicate his office or re- 
lation to the corporation but apparently gave him unlimited authority 
to sign its name. As a sample, we quote one of these checks as filled out 
by him: 


“Southern Buyers, Inc. No. 27929 
Live Stock Buyers 
Nashville, Tenn. Dec. 8, 1947 


Pay to the 
order of H. A. King $574.50 
Exactly $574 & 50 cts. dollars 
For 
Third National Bank Southern Buyers, Inc. 
in Nashville 
Nashville, Tenn. By (Signed) H. A. King” 


It was with the above check that he opened his account in com- 
plainant bank December 9, 1947. He had had an earlier account with 
complainant which was begun in July 1943 and closed in August 1947. 
He started his second account, with which we are here concerned, by 
endorsing and depositing this check for $574.50. This account was 
carried in the name of “Herb King”. At the time of opening this ac- 
count, from the information he gave complainant’s officer as to his 
occupation, the officer made the following entry on his signature card: 
“Runs Southern Buyers, Inc.”. This was all the information complainant 
had about him. 

Complainant in the ordinary course of business accepted this check 
for deposit, credited Herb King’s account with $574.50, and the check 
passed through the clearing house and was paid by defendant’s bank, 
the Third National Bank. Likewise, in the month of December, 1947, 
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King deposited to this account three more checks drawn by him on 
defendant’s account with the Third National Bank, one of such checks 
being for $900 December 16, one for $600 December 19, and one for 
$200 December 23. In January, 1948, he deposited three more checks, 
one for $1,000 and two for $1,200 each. In some of these instances, he 
received part of the check in cash and deposited the rest to his account. 

In like manner, he continued to deposit to his account checks drawn 
by him in the same way on defendant’s account, and defendant’s bank 
continued to pay them until October 15, 1948. On that day King pre- 
sented to complainant bank a check drawn by him to himself on de- 
fendant’s account for $2,800, received $2,000 in cash, and deposited 
$800 to his account. On the next day, Saturday, October 16, he presented 
another like check to complainant bank for $2,300, received $1,100 in 
cash and deposited the remainder of $1,200 to his account. At the same 
time he drew a check against his account for $750, which was cashed 
by complainant for his wife. 

On the next day, Sunday, October 17, Mr. Grissim learned that King 
and his wife had absconded. On the following day he ordered defendant’s 
bank to stop payment on all its checks that might be outstanding, and 
payment was stopped on the two checks that had just been negotiated 
by King to complainant, the check for $2,800 and the one for $2,300. To 
protect itself as much as possible, complainant charged back the remain- 
der of the credit of Herb King against said checks, the amount of his 
balance being $1,266.54 which left an overdraft of $3,833.46, as the 
result of defendant’s stopping payment of these two checks. 

It was afterwards discovered that King had been misappropriating 
large amounts of defendant’s funds over a period of more than two 
years. But complainant had no knowledge of his misappropriations and 
no notice other than such as might be given by the form of the checks, 
together with the other circumstances. We think this was insufficient to 
affect complainant with notice. 

It is true we have in this state a strict rule of liability on depositing 
banks in the case of trust funds of administrators, guardians, and other 
conventional trustees, whose duties are more or less strictly regu- 
lated by statutes or court decrees, of which banks and other persons are 
presumed to have knowledge. But that rule does not extend to busi- 
ness agencies where the agent’s authority is fixed by private contract 
of the parties. 

Earlier cases applying that rule were reviewed by Mr. Justice Cham- 
bliss in New York Life Insurance Company v. Bank of Commerce & 
Trust Company, 172 Tenn. 226, 231-236, 111 S.W.2d 371, 115 A.L.R. 
643, 646-648; and it was there held that the word “agents”, following 
the name of a payee of a check, was insufficient to charge a depositing 
bank with notice of the agent’s intention to convert the funds of his 


principal. 
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In Litchfield Shuttle Co. v. Cumberland Valley National Bank, 134 
Tenn. 379, 183 S.W. 1006, the company’s agent, with authority to draw 
checks on its account with the bank, drew checks payable to certain 
persons, forged their endorsements, cashed the checks, and converted 
the money. It was held that the bank had no notice of the agent’s 
fraud and that the act of the agent in issuing the checks, with the 
forged endorsements thereon, was the act of the company itself; and 
that under section 65 of the N.I.L., Code sec. 7389, the company, by 
issuing the checks with the endorsements thereon, warranted that they 
were genuine and by section 23, N.I.L., Code sec. 7347, the company was 
precluded from setting up the forgeries. 

In Tennessee Products Corporation v. Broadway National Bank, 25 
Tenn.App. 405, 158 S.W.2d 361, the company’s agent, an inspector, had 
authority to issue drafts on the company to pay for cordwood. He 
issued drafts to named payees, who had furnished no wood, forged 
their endorsements, and deposited some of the drafts in his account 
with another bank, and cashed some of them. It was held that the 
depositing bank had no notice of his fraud. 


It is generally held that where an agent draws checks on his prin- 
cipal’s bank account, payable to himself, and deposits them to his own 
account, the mere form of the transaction, in the absence of additional 
circumstances, is not sufficient to put the depositing bank on notice of the 
agent’s fraud. Corporation Agencies v. Home Bank of Canada, [1927] 
A.C., 318; Empire Trust Company v. Cahan, 274 U.S. 473, 47 S.Ct. 
661, 71 L.Ed. 1158, 57 A.L.R. 921. See numerous cases in the annotations, 
57 A.L.R. 925; 64 A.L.R. 1404; 106 A.L.R. 836; 115 A.L.R. 648. 


In the case before us, the agent had unlimited authority to issue 
checks for corporate purposes, and, so far as appeared to complainant, 
he had authority, if not actual, at least apparent, to issue the checks 
which he deposited or cashed at complainant’s banking house. Consider- 
ing the agent’s authority and the course of conduct of defendant, com- 
plainant was justified in believing that the checks in controversy had 
been drawn by King in payment for his salary, bonuses, or other sums 
due him by defendant. Corporation Agencies v. Home Bank of Canada, 
supra; Litchfield Shuttle Company v. Cumberland Valley National 
Bank, supra; Tennessee Products Corporation v. Broadway National 
Bank, supra. 

Moreover, we think defendant is precluded from disputing King’s 
authority to issue the checks, under the circumstances here appearing. 
Defendant allowed him to go on issuing and negotiating these checks 
for some two years and allowed its bank to go on paying them. During 
this period Grissim never looked at defendant’s bank statements, any 
one of which would have shown what King was doing. In view of these 
circumstances, we think defendant cannot set up his want of authority. 
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Litchfield Shuttle Company v. Cumberland Valley National Bank, supra; 
Empire Trust Company v. Cahan, supra; United States Guarantee Com- 
pany v. Hamilton National Bank, 189 Tenn. 143, 149, 150 223 S.W.2d 
519. 

Defendant being precluded from setting up the agent’s want of au- 
thority to issue and negotiate these checks, it follows that complainant 
became a holder in due course of the two checks sued on, under section 
52, N.I.L., Code sec. 7376, and is therefore entitled to recover thereon, 
to the extent of the loss it sustained by defendant’s stopping payment of 
such checks. 


Mr. Grissim undertook to excuse defendant’s failure to have its books 
audited and its failure to examine its bank statements, regularly sent 
to it each month, by saying that he relied on his lawyer, Mr. W. M. 
Fuqua, since deceased. In our opinion, this could be no excuse. Mr. 
Fuqua was merely his legal advisor and assisted him once a year in 
making income tax returns. Neither defendant nor Mr. Grissim could 
close their eyes to what was going on; and both were guilty of culpable 
negligence in failing to look at the bank statements, any one of which 
would have revealed King’s misappropriations. United States Guarantee 
Company v. Hamilton National Bank, supra; Manheim Dairy Company 
v. Little Farms National Bank, Sup., 54 N.Y.S.2d 345, 365. 


For these reasons, appellant’s assignments of error are overruled, 
the decree of the Chancery Court is affirmed, a decree will be entered here 
sustaining the bill, dismissing the cross-bill, and awarding complainant a 
recovery against defendant and the surety on its appeal bond for $3,833.- 
46, with interest since the date of the decree below, together with the 
costs of the appeal. 


HICKERSON and SHRIVER, JJ., concur. 





Bank as Trustee For Bondholder Held Not 
Liable on Guaranty 


A school Association issued various sinking fund gold 
bonds secured by a mortgage, the indenture for which stated 
that the bonds would not become obligatory until authenticated 
by a certificate of the trustee. The Association authorized its 
secretary to sell and negotiate only bonds of this series numbered 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 612. 
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M-1 to M-115, however, by mistake bond M-127 was issued 
and ultimately came to rest in the hands of a holder in due 
course. Interest was paid on this bond for some years, then 
the Association refused further payment on grounds that the 
bond was not a subsisting obligation of the Association. 

The holder then brought suit against the bank which was 
trustee under the indenture and which had placed its certifi- 
cate of authentication on the bond, apparently by mistake. In 
ruling in favor of the bank the court reasoned that the bank 
could not be held liable on its guaranty until it had been de- 
termined that the bond was invalid and unenforceable. If the 
holder could collect on the bond from the Association, then it 
could not collect from the bank on its guaranty of authenticity. 

Although this was a ruling essentially against the holder, 
the court did give him leave to amend his complaint, presum- 
ably to include the Association. Two judges of the appellate 
court, it should be noted, dissented from the majority opinion 
on the grounds that under Section 8-208 of the Pennsylvania 
Uniform Commercial Code, an authenticating trustee warrants 
that the security upon which its certificate appears has become 
obligatory. Montague v. The Farmers National Bank of Wat- 
sontown, Trustee, Superior Court of Pennsylvania, 121 A.2d 
597. The opinion of the court is as follows: 


WOODSIDE, J.—This is an appeal from an order of the Court of 
Common Pleas of Northumberland County sustaining defendants’ pre- 
liminary objections in the nature of a demurrer to a complaint in 
assumpsit brought by the plaintiff against The Farmers National Bank 
of Watsontown, Pa., in its individual capacity and as trustee for bond- 
holders under the mortgage of the Montgomery-Clinton School Associa- 
tion. 

By filing the preliminary objections the defendants admit for the 
purpose of the matter now before us every well-pleaded, material, rele- 
vant fact contained in the complaint and every inference fairly deducible 
from the facts pleaded. Byers v. Ward, 1951, 368 Pa. 416, 84 A.2d 307. 

The facts set forth in the complaint are substantially as follows: 

On February 14, 1929 the Montgomery-Clinton School Association, 
a Pennsylvania corporation. adopted a resolution providing, inter alia, 
as follows: 


“Resolved, that, for the purpose of supporting education in 
Montgomery Borough and Clinton Township, County of 
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Lycoming and State of Pennsylvania by providing a school build- 
ing for the use of the School Districts of said Borough and 
Township (without profit to said corporation) the mortgage in- 
debtedness of said association shall be increased from nothing to 
two hundred thousand ($200,000.00) dollars for which coupon 
bonds of the Association, in denominations of $1,000.00, $500.00, 
$100.00 and $50.00 aggregating in all two hundred thousand 
($200,000.00) dollars shall be issued as follows: 185 bonds of 
$1,000.00 denomination numbered consecutively from M-1 to 
M-135 inclusive. 90 bonds of $500.00 denomination . .. 165 
bonds of $100.00 denomination . . . 70 bonds of $50.00 denomina- 
tion . . . said bonds to be dated the first day of January 1929, and 
payable in lawful money of the United States, on the first day 
of January 1969 with interest also payable in lawful money at 
the rate of five and one-half per centum per annum, semi- 
annually on the first days of January and July of each year. .. .” 


In compliance with the above resolution there was duly executed 
and recorded a mortgage of the Association for $200,000 dated April 
10, 1929, to secure the above mentioned bonds. 

These bonds, the form of which was set forth in the mortgage, con- 
tained inter alia the following: 


“This bond is one of an issue of coupon bonds of the Associa- 
tion known as its First Mortgage 542% Sinking Fund Gold Bonds, 
of an aggregate face value of Two Hundred Thousand Dollars 
($200,00.00) , all issued under and equally secured by an Inden- 
ture of Mortgage dated the First Day of January, 1929, executed 
by the Association to the Farmers National Bank of Watson- 
town, Pennsylvania, as Trustee. . . . 

“This bond shall not become obligatory until it shall have 
been authenticated by a certificate endorsed thereon and duly 
signed by the Trustee of the Mortgage.” 


The Farmers National Bank of Watsontown, Pa., pursuant to its 
corporate authority by its proper corporate officers caused to be placed 
upon the face of said bonds an authentication reading as follows: “Trus- 
tee Certificate—This is one of the bonds described in the within mort- 
gage—Farmers National Bank, Watsonville, Pennsylvania By: [s] E. D. 
Deitrick, Trust Officer.” 

After the mortgage was executed and recorded and the bonds duly 
executed by the proper authorities of the Montgomery-Clinton School 
Association and the certificate duly signed by the authorized agent of 
the Trustee, the Association determined to sell of the bonds described 
in the mortgage only those of $1,000 denomination which bore numbers 
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from M-1 to M-115, inclusive, and authorized its Secretary-Treasurer to 
sell and negotiate on behalf of the Association the 115 bonds. The Sec- 
retary-Treasurer, however, in violation of his authority sold and ne- 
gotiated the One Thousand Dollar Bonds numbered M-116 to M-135, 
inclusive. Among the latter bonds so sold was M-127 of which the 
plaintiff became holder in due course. It is upon this bond that this 
suit is brought. 

The coupons on said bond payable January 1 and July 1 of each 
year, in the amount of $27.50 were paid until July 1, 1944, when pay- 
ment was refused by the defendants on the ground that the bond from 
which the coupon was cut was spurious and not a genuine and sub- 
sisting obligation of the Montgomery-Clinton School Association. Sub- 
sequent thereto each coupon as it became due was presented for pay- 
ment, which was refused. 

It is further averred that the predecessor in title of the bond 
when he purchased said bond relied on defendants’ certificate of au- 
thorization as a warrant that the bond was genuine and in proper form 
and that it did not constitute an over issue. 

Plaintiff claims that the facts set forth in the complaint and reviewed 
above constitute a breach of warranties contained in defendants’ cer- 
tificate of authorization and therefore claims of defendants, or either of 
them, the sum of $1,000 with interest. 

The defendant filed preliminary objections contending that the com- 
plaint did not set forth a legal cause of action because: 


“[a] The sole basis of the liability sought to be imposed on 
the defendant is its certificate of authentication appearing on the 
bond in suit, which the plaintiff contends constituted a warranty 
of which a breach was committed by the defendant. Since the 
complaint discloses that the facts warranted by the certificate of 
authentication were true, a breach of warranty is excluded. 

“[b] It is disclosed in the complaint that any defect in the bond 
in suit was occasioned by the wrongful conduct of (the Secretary- 
Treasurer) (paragraph 12). The defendant cannot be held legally 
responsible therefor since neither such wrongful conduct nor any 
defect in the bond resulting therefrom was encompassed by or 
within the scope of the defendant’s warranty. 

+ * ~ * * 


“[e] Since the complaint does not aver that the bond in suit is 
invalid and unenforceable, the complaint fails to afford any basis 
for a determination that the plaintiff sustained any legal damage 
by reason of the defendant’s alleged breach of warranty.” 

In sustaining the demurrer the lower court stated inter alia as follows: 

“The plaintiff's claim is based upon the proposition that there 
was a breach of warranty contained in the certificate of authen- 
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tication. It is not a suit on the bond itself. Since the bond is 
genuine and in proper form and is within the amount specified 
in the mortgage, and since there is no allegation that the certifica- 
tion was not within the scope of the authorization received by 
the trustee, there is no breach of warranty alleged in the complaint 
and, therefore, the defendant’s first and second reasons in support 
of their demurrer are valid and are sufficient to sustain a 
demurrer to the complaint. 

“Inasmuch as the Court has sustained the demurrer on the first 
two reasons assigned by the defendants in support thereof, it is 
unnecessary to discuss the third reason assigned by them, 1 [el], 
which is to the effect that since the complaint does not aver that 
the bond in suit is invalid and unenforceable, the complaint fails to 
afford any basis for a determination that the plaintiff sustained 
any legal damage by reason of the defendants’ alleged breach of 
warranty. Suffice it to say that there is no allegation that the plain- 
tiff had ever attempted to enforce his rights under the bond 
against the Association.” 


Presumably it has never been legally determined whether or not 
the Association is liable under the bond. It certainly is not clear from 
the facts alleged in the complaint that the Association is not liable. If 
appellant can collect from the Association he cannot collect from the 
bank. 

We think that in this case the courts cannot be called upon to 
determine the liability of the certifying trustee until it is determined 
that the appellant cannot collect from the obligor. Otherwise the 
opinion of the court becomes a mere advisory opinion, for in effect there 
can be no issue as to the liability of the bank until after it is determined 
that the owner is unable to collect from the Association. 


In sustaining the defendant’s demurrer the lower court said: “The 
objections which we have sustained refer to a complete lack of cause 
of action and not to the manner of the pleading. The Court cannot 
conceive in what respects the present complaint may be amended to 
make it sufficient in law without alleging facts inconsistent with those 
contained in the present complaint.” 


Since we are sustaining the defendant’s demurrer upon objection “e” 
and not passing upon objections “a” and “b” above, it might be possible 
to amend the complaint to state a cause of action. We shall therefore 
return the case of the lower court with leave to the plaintiff to amend 
his complaint. 


Judgment for defendant is reversed; the demurrer is sustained, but 
the plaintiff is granted leave to amend his complaint within thirty days 
from the date when this case is returned to the lower court. 
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WRIGHT, Judge (dissenting) . 


Bond M-127 (Exhibit B) contains inter alia the following provisions: 
“This bond is one of an issue of coupon bonds of the Association . 
all issued under and equally secured by an Indenture of Mortgage . . . 
to all of the provisions of which said Mortgage this bond is subject”; 
“This bond shall not become obligatory until it shall have been authen- 
ticated by a certificate endorsed thereon and duly signed by the Trustee 
of the Mortgage”; “Trustees Certificate. This is one of the bonds 
described in the within mentioned mortgage. Farmers National Bank, 
Watsontown, Penna. E. D. Deitrick, Trust Officer”. 

The mortgage in question (Exhibit A) sets forth that there “shall 
be issued” inter alia, 185 bonds of $1,000 denomination numbered con- 
secutively from M-1 to M-135, inclusive; that the mortgage has been 
executed “for the purpose of equably and ratably securing payment 
of the principal and interest on all of said bonds”; and that “Right of 
Action under this mortgage is vested in the Trustee”. 

The complaint avers that, in due course and without notice of any 
defect, plaintiff’s predecessor in title became the holder of bond M-127, 
and for many years collected interest thereon; that the Association 
eventually gave notice (Exhibit C) that said bond “is not recognized by 
it as a legal and binding obligation and will not be paid”; and that the 
Trustee thereafter refused to honor the interest coupons. In my view 
it was proper under the circumstances for plaintiff to bring suit against 
the Trustee! upon the theory of breach of warranty in the certificate 
of authentication. 

While the Uniform Commercial Code did not become effective until 
July 1, 1954, counsel for appellee concedes that section 8-208 thereof? 
is a codification of the prior law in Pennsylvania. Under its provisions 
an authenticating trustee warrants “that (a) the security is genuine 
and in proper form; and (b) his own participation in the issue of the 
security is within his capacity and within the scope of the authoriza- 
tion received by him from the issuer; and (c) the security is within 
the amount specified in such authorization”. Simply stated, an 
authenticating trustee warrants that the security upon which its certifi- 
cate appears has become obligatory. 


I do not agree that plaintiff should be first compelled to institute an 
individual action against the Association. Under the provisions of 
the mortgage, to which the bond is subject, it is doubtful whether he can 
do so. My position is that the trustee in the case at bar should be 
required to protect plaintiff from the belated assertion of the Association 
1 The docket entries disclose that the time within which the Trustee may attempt 
to join the Association as an additional defendant has been extended “to the expiration 
of sixty (60) days after date of order of court disposing of inary objections to 


aintiffs complaint in the event such order should yn said preliminary objections”. 
find aulle 1953, P.L. 8, § 8-208, 12A PS. § 8-208. 
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that bond M-197 is not its legal and binding obligation. I would there- 
fore hold that the preliminary objections should be overruled with 
right to plead over. See Pa.R.C.P. No. 1028(d) 12 P.S. Appendix. 


GUNTHER, J., joins in this dissent. 





Improperly Executed Mortgage Denied 
Priority Over Subsequently Recorded 
Liens 


The Supreme Court of Ohio has recently decided a very 
important mortgage case which illustrates quite clearly that 
the formalities in executing legal documents must be followed 
exactly in order to get complete protection. The case arose on 
a mortgagee bank’s petition to foreclose a mortgage which was 
properly executed and recorded in August 1952 and which in 
part refinanced an existing 1948 mortgage. Another party 
to the proceeding, the Citizens Budget Company, claimed that 
its mortgage executed and recorded in 1950 on this same prop- 
erty constituted a first lien. A third party, Graham, joined 
the suit and claimed that his mortgage on the same property, 
recorded in December 1952, although not prior to the bank’s 
mortgage, was ahead of the lien created by the budget com- 
pany’s mortgage. 


The reason Graham insisted his mortgage was prior to that 
of the budget company even though the latter’s mortgage was 
executed and recorded some two years earlier was that he be- 
lieved the company mortgage to be invalid because it was not 
properly acknowledged or witnessed. The trial court and a 
court of appeals both ruled that the part of the bank’s lien 
representing the amount secured by the 1948 mortgage was 
entitled to first priority, the budget company’s lien second, 
the lien of the bank representing the balance of its mortgage 
third, and Graham’s lien fourth. The bank and Graham ap- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 887. 
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pealed the case further and the state Supreme Court found in 
their favor on the ground that the budget company’s mortgage 
was not a valid lien as against other, later mortgages. The 
basis for this decision was that the budget company’s mort- 
gage was not properly witnessed and that the signature of 
one of the mortgagors was not properly acknowledged by a 
notary public. Citizens National Bank in Zanesville v. Deni- 
son. Supreme Court of Ohio, 183 N.E.2d 329. The opinion 
of the court is as follows: 


MATTHIAS, J.—The bank and Graham assign as error the judg- 
ment of the Court of Appeals affirming the judgment of the Court of 
Common Pleas which decided that the improperly executed mortgage 
of the budget company is a valid lien on the real estate of Mrs. Denison 
as against the mortgage held by Graham and as against that portion 
of the bank’s subsequent mortgage which exceeds the unpaid balance 
on its original mortgage. The evidence as stipulated by the parties 
and disclosed by the finding of facts of the court of Common Pleas may 
be summarized as follows: 


The two Denisons each separately signed an instrument intended 
by them as a mortgage deed against real estate then in the name of 
Mrs. Denison, in order to secure credit for Denison from the budget 
company. No misrepresentation was made nor fraud practiced upon 
either of them by the mortgagee in obtaining their separate signatures 
on said instrument. The notary public did not actually witness the 
signing by Mrs. Denison of her name nor did she acknowledge her signa- 
ture or signing to him either in person or otherwise then or afterwards. 
Denison executed the instrument after he saw and recognized that it 
had been signed by his wife, delivered it to an actual witness of his 
and her signatures and thereafter acknowledged his signature over the 
telephone to the notary public who thereupon affixed his name both as 
witness and acknowledging officer. Neither the bank nor Graham was 
misled by the facts underlying the execution and acknowledgment of 
the mortgage deed. 


The bank and Graham in their appeal to this court urge that, under 
the facts set forth, the mortgage of the budget company when recorded 
did not constitute a lien on the premises as against mortgages properly 
executed and recorded subsequent thereto. The budget company urges 
that, where the mortgage is apparently regular, with witnesses to the 
signatures and acknowledgment before a notary public, and is properly 
recorded, it can not be challenged by contradictory testimony of the 
parties and the notary public. 


This controversy involves rights among creditors with mortgage liens 
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executed and properly recorded and does not involve any controversy 
between the mortgagees and the makers of these mortgages; therefore, 
the court is referred by the parties to the statutes applicable to the 
execution of mortgages and the recording thereof. These sections are 
as follows: 


Section 8510, General Code, Section 5301.01, Revised Code. “A deed, 
mortgage, or lease of any estate or interest in real property, must be 
signed by the grantor, mortgagor, or lessor, and such signing be acknow- 
ledged by the grantor, mortgagor, or lessor in the presence of two 
witnesses, who shall attest the signing and subscribe their names to 
the attestation. Such signing also must be acknowledged by the gran- 
tor, mortgagor, or lessor before a judge of a court of record in this 
state, or a clerk thereof, a county auditor, county engineer, notary 
public, mayor, or justice of the peace, who shall certify the acknowledg- 
ment and subscribe his name to the certificate of such acknowledgment.” 


Section 8543, General Code, Section 5301.25, Revised Code. “All 
other deeds and instruments of writing for the conveyance or encum- 
brance of lands, tenements, or hereditaments, executed agreeably to 
the provisions of this chapter, shall be recorded in the office of the 
recorder of the county in which the premises are situated, and until 
so recorded or filed for record, they shall be deemed fraudulent, so far 
as relates to a subsequent bona fide purchaser having, at the time of 
purchase, no knowledge of the existence of such former deed or instru- 
ment.” 


The purpose and effect of acknowledgments in general are well stated 
as follows in 7 Thompson on Real Property (Perm.Ed.), 416: 


“The acknowledgment of a deed is required by statute chiefly for 
the purpose of affording proof of the due execution of the deed by the 
grantor, sufficient to authorize the register of deeds to record it. The 
statutes in general declare that a deed shall not be admitted of record 
unless it is acknowledged or proved by attesting witnesses in the mode 
prescribed. A deed without acknowledgment, or defectively acknow- 
ledged, passes the title equally with one acknowledged, as against the 
grantor and his heirs; but without an effectual acknowledgment a deed 
can not be recorded so as to afford notice of the conveyance to all the 
world. Acknowledgment has reference, therefore, to the proof of execu- 
tion, and not to the force, effect, or validity of the instrument. A defect 
in the instrument is not cured by acknowledgment. Acknowledgment is 
a prerequisite to recording the deed and making it constructive notice 
of all the facts set forth in it. The record of a deed without acknowledg- 
ment or proof as prescribed by statute does not afford constructive 
notice of it. In like manner, the record of a deed defectively acknow- 
ledged by the parties does not impart constructive notice. The validity 
of a deed at common law did not depend on its acknowledgment; and 
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where acknowledgment is required, its object is the protection of credi- 
tors and purchasers.” 

The rule explained in Thompson has been applied in the cases 
decided by this court. Where the acknowledgment or execution of the 
deed is defective, it has been held ineffective as against subsequent 
creditors. See White v. Denman, 1 Ohio St. 110; Erwin v. Shuey, 8 
Ohio St. 509; Amick v. Woodworth, 58 Ohio St. 86, 50 N.E. 437; and 
Straman v. Rechtine, 58 Ohio St. 443, 51 N.E. 44. 

A defectively executed conveyance of an interest in land is valid as 
between the parties thereto, in the absence of fraud. Logan Gas Co. v. 
Keith, 117 Ohio St. 206, 158 N.E. 184, 58 A.L.R. 600, and Baldwin v. 
Snowden, 11 Ohio St. 208, 78 Am.Dec. 303. 

However, as between the parties to the mortgage, where the deed 
is executed as the result of fraud, such instrument is ineffective to con- 
vey the land. See Williamson v. Carskadden, 36 Ohio St. 664. 


The effect of the recording of a defective deed is stated in the case 
of Amick v. Woodworth, supra, paragraph two of the syllabus of which 
is as follows: 


“A mortgage with but one attesting witness besides the mortgagee, 
or the acknowledgment of which was taken by him as a notary public, 
is not entitled to record, nor valid, though admitted to record, as 
against a subsequent properly executed and recorded mortgage.” 


Under the provisions of Section 8543, General Code, and the above- 
cited cases, a defectively executed mortgage when recorded does not 
establish a lien with priority over subsequently recorded mortgages 
properly executed. This general rule is not confined only to instances 
in which on its face the instrument is defective but is applicable also 
to other situations in which, by evidence, the defective condition of 
the conveyance is disclosed. 


It certainly must be evident that the duties of a notary public in 
connection with the execution of instruments requiring acknowledg- 
ments or affidavits are not merely casual. There are many conveyances 
today which require recording to establish liens, as for example certifi- 
cates of title to automobiles, chattel mortgages and other mortgages. A 
notary public who affixes his name and seal to an acknowledgment or 
affidavit which states that the parties appeared before him when in 
effect they did not so appear is himself making an untrue statement, 
which may be followed by both civil and criminal liability. See Section 
131-1, General Code, Sections 147.14 and 147.99, Revised Code. 


Until the General Assembly removes the requirement of the acknow- 
ledgment of signatures to instruments which must be recorded for the 
protection of liens, such acknowledgments must be executed lawfully, 
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and the situation which developed in this case is a good example of 
the injury and loss which result from the failure of a notary public to 
recognize the seriousness and importance of his duties. 

For the reasons stated, the judgment of the Court of Appeals, affirm- 
ing the judgment of the Court of Common Pleas that the mortgage 
of the budget company was entitled to record and is a valid lien 
superior to those of the bank and Graham, is erroneous. 

The judgment of the Court of Appeals is, therefore, reversed and the 
cause remanded. 

Judgment reversed and cause remanded. 


WEYGANDT, C. J., and HART, ZIMMERMAN, STEWART, 
BELL, and TAFT, JJ., concur. 


IS OFFICE CONNECTED TO BANK BY CLOSED CIRCUIT 
TELEVISION A BRANCH BANK ? 


It is becoming increasingly difficult for the courts to determine 
what exactly constitutes a branch banking operation. There have 
been cases involving offices connected to the main bank building 
by tunnel or by pneumatic tube. But now perhaps the ultimate 
in this sort of controversey has occurred; the issue seems to be 
whether or not a drive-in teller operation 11 blocks from the main 
bank building and connected to the main bank only by closed 
circuit television is a branch banking operation. The Central State 
Bank of Oklahoma City which conducts such an operation insists 
that it is not, but two other local banks have brought suit against 
the Central State claiming that the operation is contrary to Okla- 
homa law which prohibits branch banking. For those following 
the case it is interesting to note that permission was granted for 
the drive-in-teller by both the Oklahoma State Banking Depart- 
ment and the Federal Deposit Insurance Corporation. 





Computation of Taxable Income of 


Banks — Deductions 
and Credits 


INTRODUCTION 


The purpose of this article is to discuss briefly the factors 
which control the computation of taxable income of banks by 
deducting all allowable items from gross income. The factor 
of what items are includable in gross income will be developed 
in a subsequent article. 

The corporate income tax payable by banks is paid on tax- 
able income, which is defined in the Code as gross income less 
the deductions allowed by chapter 1. Since, in general, the 
computation of a bank’s taxable income is substantially the 
same as that of other corporate taxpayers, particular attention 
will be paid to those regulations, decisions, and rulings ap- 
pertaining particularly to banks. This article will discuss pri- 
marily the trade or business expenses deduction and the deduc- 
tions for interest and charitable contributions. A subsequent 
article will discuss deductions for such items as bad debts, de- 
preciation and losses, together with a discussion of specific non- 
deductible items. 


TRADE OR BUSINESS EXPENSES 


The Internal Revenue Code permits the deduction from 
income of all ordinary and necessary business expenses incur- 
red in the trade or business of a banking institution. Certain 
types of expenses may be disallowed on the ground that they 
are not ordinary in the sense that they are not expenditures 
which most banks would make in a similar situation having 
regard for business customs and usages. For example, if a 
bank in a community failed and all its debts had been discharged 
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in bankruptcy proceedings, and another bank in the commu- 
nity paid the debts in the interest of promoting goodwill, it is 
likely that such payments would be disallowed as not being 
ordinary expenses.’ 

There are certain other expenditures which are not allowed 
as income tax deductions because they are against public policy. 
Fines and penalties would obviously be in this category. If 
a fine, say, for knowingly issuing fraudulent securities, were 
deductible by a taxpayer, its punitive or deterrent effect would 
be to that extent lost. The Supreme Court has ruled, how- 
ever, that ordinary and necessary business expenses of such a 
nature should be deductible provided they do not frustrate 
any “sharply defined national or state policy”,’ generally as 
evidenced by a specific statute or ordinance. Deductions have 
been allowed where no such clearly defined policy has been 
involved, as for example expenses in unsuccessfully defending 
against a fraud order of the Postmaster General*® or payment 
of liquidated damages by an employer under the minimum 
wage laws.‘ As a further illustration of the rule, it might be 
unlawful under state or federal law for a banking institution 
to pay a check where the drawer of the check lacked sufficient 
funds. Although there is no decision on the subject, if the de- 
positor later failed to make good the overdraft, it appears 
likely that the bank would be entitled to a bad debt deduction 
although technically incurred in an unlawful transaction. 


SALARIES 

In connection with compensation paid for personal serv- 
ices, there is an additional requirement that such compensation 
must be reasonable in amount. No decision has been found 
in which the salary paid to a bank executive was ruled to he 
excessive. There may be a problem, however, in connection 
with the smaller closely-held banks where salaries are paid to 
stockholders who are also employees of the bank. Here there 
is a tax saving in paying salaries rather than dividends, since 


1See Welch v. Helvering, 290 U.S. 111 (1933). However, a deduction has been 
allowed for amounts contributed in an effort to save a sister bank from failing for fear 
that the taxpayer bank might also go down in the ensuing panic. First National Bank 
of Skowhegan, 35 BTA 876 (1937). 

2 Lilly v. Commissioner, $348 US. 90, (19. 

3 Commissioner v. Heininger, 320 US. vi (1948). 

41.T. 3894, C.B. 1948-1 p. 28. 
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salary payments are deductible by the bank, whereas dividends 
paid to stockholders are not. Thus, salaries which are in pro- 
portion to stock-holdings are subject to close scrutiny. As a 
general rule, however, it may be stated that the reasonableness 
of salaries will not be challenged so long as they are in line 
with those being paid by comparable institutions and reason- 
ably reflect the market value of the services of the particular 
employee. Other factors for consideration include the extent 
and scope of the employee’s work; the employee’s skill, ex- 
perience and competence; general economic conditions; and 
salaries paid in prior years either to the same individual or 
others doing the same sort of work.° 

Also deductible as compensation are the numerous fringe 
benefits including Christmas bonuses,° payments to employees 
welfare funds,’ payments of group insurance premiums, ac- 
cident and health insurance premiums, and the cost of various 
recreational and educational activities*® carried on at the bank’s 
expense for the benefit of employees. 


ATTORNEYS FEES 


Ordinarily the legal fees paid by a bank in the course of its 
day to day business, such as fees for approving loans, draft- 
ing corporate minutes, advising as to various contracts, are 
deductible in full, whether paid by retainer or in connection 
with each transaction. If, of course, the bank is reimbursed 
for its counsel fees, as in connection with certain mortgage 
loans, by the borrower, no deduction is permissible as, in effect, 
the borrower and not the bank has paid counsel fees. 

The cost of collections, including expenses incident to pro- 
ceedings supplementary to execution, are similarly deductible.’ 

Amounts paid as legal fees in defense of actions brought 
against the bank arising out of its ordinary business are simi- 
larly deductible even though part of the cost of defending the 
action includes refutation of charges made against individual 
5 A growing business, of course, is not bound by past year’s salaries. Glenshaw Glass 
Co., 13 T.C. 296 (1949). 
® Guitar Trust Estate, 34 BTA 857 (1936 


). 
7 Lincoln Electric Company, 17 T.C. 1600 (1952). 
8 Abe Wolkowitz, 8 T.C.M. 754 (1949); LT. 3738, CB-1945 p. 90 (Health Insurance 


Fund). 
® H. R. MacMillan, 14 B.T.A. 1367 (1928). 
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officers of the bank.” 

Similarly, legal expenses incurred in connection with the 
determination, refund or assessment of any Federal, State 
or local, income, property or excise tax are deductible. 

However, where a part of the legal expenses relate to the 
acquisition of property by the bank or the defense of title to 
property, such legal fees must be capitalized and added to the 
tax cost or basis of the property. They are recoverable for 
tax purposes in many instances through amortization or de- 
preciation deductions. For example legal fees incurred in 
connection with the execution of a lease on property owned 
by a bank must be amortized over the term of the lease and 
may not be deducted in the year they are paid.* 


PAYMENT BY BANK AS TRUSTEE TO 

RESTORE LOSS SUSTAINED BY TRUST 
Again in connection with litigation, from time to time 
payments are made by a bank as defendant. Whether such 
amounts are deductible depends on the nature of the claim 
sued on. Generally a claim arising out of the bank’s alleged 
default, as for example, in failing to observe a stop-payment 
order, is deductible. In the case of Bishop Trust Company, 
Lid.” it was ruled that where a trust company made payments 
to a trust for which it was a trustee in reimbursement of losses 
incurred by the trust company through its alleged fault, the 
amounts paid were a proper deduction as an expense of operat- 
ing the trust department. The same result applies with respect 

to legal fees incurred in connection with such litigation.” 


RENTS 


Rents are a proper business expense deduction if paid for 
the use of property to which a banking institution is not taking 
title or in which it has no equity.* Frequently, banking in- 
stitutions will rent banking space with an option to purchase 
the property, or it may rent accounting and other equipment 
with a similar option to purchase.” Where the lease agree- 


10 International Shoe Co., 38 B.T.A. 81 (1938). 

11 Meyran v. Commissioner, 63 F.2d 986 (3rd Cir. 1933). 

12 47 B.T.A. 787 (1942). 

13 Lomas & Nettleton Co. v. United States, 79 F. Supp. 886 (D. Conn. 1948). 
14T.R.C., Section 162(a)(3). 

15 See Rev. Rul. 55-540, 1955-2, C.B. 39, for a discussion of equipment rentals, in- 
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ment provides that the rents are to be applied against the 
purchase price, the payments will be considered as installments 
on the purchase price and not allowed as deductible expenses. 
Furthermore, if the rental payments exceed the depreciation 
rate on the property plus a normal return thereon” or if the 
option price in the lease agreement is at a price substantially 
less than the depreciated cost or value of the property*’ when 
the option is exercised, it has been held by the Tax Court that 
what is really an installment purchase has been cast in the form 
of a lease arrangement, and under such circumstances the de- 
duction of the so-called rental payments would be disallowed 
in whole or in part. Other cases, however, hold that whether 
there is an actual lease or an installment purchase depends on 
the intention of the parties and not on any one single “economic 
test”.** 

On the other hand, where the rentals are fair in relation 
to the value of the property being rented, the fact that the 
lease agreement contains an option to purchase will not pre- 
vent the deductibility of the rentals. 

Whether a bank is on an accrual or cash basis, it may deduct 
current rentals only. Prepaid rentals must be deducted rat- 
ably over the term of the lease.” 

Payments made by a tenant to a landlord for the cancella- 
tion of a lease prior to its expiration are deductible, unless they 
are made in connection with entering into a new lease, or the 
purchase of the building.” 


REPAIRS AND MAINTENANCE 


The cost of incidental repairs which neither materially add 
to the value of the property nor appreciably prolong its life, 
but keep it in an ordinary efficient operating condition, may be 
deducted as anexpense. On the other hand, expenditures which 
add to the value of banking property may not be deducted as 


one problems arising in the sale of rented equipment at the end of the term of 
e lease. 

16 Chicago Stoker Corp., 14 T.C. 441 (1950). 

17 Judson Mills, 11 T.C. 25 (1948). 

18 Benton v. Commissioner, 197 F.2d 745, (5th Cir. 1952); Oesterreich vo. Commis- 
sioner, F.2d; (7th Cir. 1956). 

19 Southwestern Hotel Co. v. U.S., 115 F.2d 686 (Cir. 5th 1940). 

20 Commissioner v. Cassatt, 137 F.2d 745 (7th Cir. 1943). 
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expenses. Such items are treated as capital expenditures and 
are recovered for tax purposes by way of periodic deprecia- 
tion charges. The line between deductible repairs on capital 
improvements is often a difficult one to draw, as attested by 
the many litigated cases on this subject. 

The Tax Court has ruled that the cost of pointing and 
cleaning the exterior walls of a bank building is deductible as 
an ordinary and necessary business expense and is not a capital 
expenditure.” 

Often a bank will incur certain large expenditures, such as 
rearranging office space and partitions which the Revenue 
Service insists are capital in nature, and in connection there- 
with will do necessary painting and plastering which, standing 
alone, would unquestionably constitute a deductible item of 
expense. However, where the painting is only a part of a large 
capital rehabilitation program, it may not ordinarily be sep- 
arated and deducted.” 

But it has been ruled that alterations in a bank building 
ordered by the Comptroller of Currency enlarging and increas- 
ing the bank quarters and increasing the facilities of the bank 
for transacting its principal business but adding nothing to 
the value of the building and reducing its rental income were 
capital expenditures, depreciable over the improvement, and 
not deductible as current expenses.” The same conclusion was 
reached as to a bank construction or new foundation.** Also, 
the cost incurred by a bank in installing a police signalling and 
burglar alarm system has been held to be a capital expenditure.” 

Often it is necessary as business expands to shift depart- 
ments from one part of the bank premises to the other with 
attendant tearing down old partitions and rebuilding new ones. 
A question is whether these expenditures, which add little or 
nothing to the value of the building or the leasehold are capi- 
tal expenditures or deductible expenses. In general they must 
be capitalized; it has been held that whether a given expendi- 
ture is a capital item or an ordinary deduction does not ulti- 


21 City National Bank, 11 T.C.M. 411 
(1952). Cowell, 18 B.T.A. 997, i00e (1928); California Casket Co., 19 T.C. 32 
23 A.R.R. 3367, 11-2 CB 108. 

24 Crocker First National Bank of San Francisco, 59 F.2d 87 (9th Cir. 1982). 

25 Peninsula State Bank of Detroit, 3 B.T.A. 399 (1927). 
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mately depend on whether it has increased the value of the 
property.” 

Where a bank leases its banking house, expenditures for 
improvements may not be expensed but must be capitalized 
and amortized over the life of the lease or the improvements.” 
The cost of microfilming records solely as insurance against 
the destruction of originals, however, has been held to be a 
deductible expense rather than a capital improvement.” 


ADVERTISING 


Ordinary expenses of a bank for advertising or public re- 
lations are also a proper deduction for federal income tax 
purposes. 

Frequently banks sponsor contests and award prizes in 
connection with advertising promotion. Where such expenses 
are related to the increased profits reasonably to be expected 
they are a proper deduction from current income. For ex- 
ample, the Tax Court has ruled that a bank may deduct the 
cost of prizes awarded in connection with a contest carried on 
for advertising purposes.” 

In some instances, however, advertising expenditures have 
been held to be capital items. For example, it has been ruled 
that were banks to distribute novelty savings banks to their 
depositors the cost is not deductible in the year of distribution 
as an expense but must be deducted over the period of the 
savings bank’s usefulness which the Commissioner determined 
to be four years.” 


FEDERAL DEPOSIT 
INSURANCE ASSESSMENTS 


Federal Deposit Insurance assessments are proper busi- 
ness expense deductions in computing taxable income.” 

Under the Federal Deposit Insurance Act, the FDIC is 
required at the end of each calendar year to transfer a certain 
portion of its assessment income to its capital account, and the 


26 Estate of C. L. Hayne, 22 T.C. 118 (1954). 
27 National City Bank of Seattle, 1 B.T.A. 189 (1926). 
28 Times-Mirror Co. v. United States, 231 F.2d 876 (9th Cir., 1956). 

29 Citizens Trust Company of Utica, 2 B.T.A. 1239 (1926). 
30 Liberty Insurance Bank, 14 B.T.A. 1428 (1982); Peninsular State Bank of Detroit, 
8 stes), fsa) (small safes loaned to customers for their savings were capital expendi- 
tures 

31 .T. 2940, xIV-2 CB 63; I.T. 2764, XIII-1 CB 45 (1985); State National Bank 
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balance is credited pro rata to the insured banks to be applied 
upon the assessment due during the following year. It has 
been ruled that the amounts credited do not represent adjust- 
ments for overpayment of federal deposit insurance, but are 
rather in the nature of reimbursements or recoveries. Accord- 
ingly, such credits should be reported by the bank as gross 
income in the year in which such credit is applied by the FDIC. 
Of course the bank is entitled to a deduction in that year 
equal to the total assessment against which the credit is applied.” 


DEPOSITORS’ GUARANTY 
FUND ASSESSMENTS 


In some states, assessments are also made under State 
law to provide reimbursement for depositors in insolvent banks. 
As a general rule banks are permitted to deduct amounts 
levied against them with respect to such funds. In order for 
such an item to be deductible, it is not enough for a bank to be 
required to establish a reserve for contingent liability to the 
State or to depositors; there must be an absolute withdrawal 
or segregation of the fund so that the State authorities acquire 
a legal interest in the assessment.” A further requirement is 
that no part of the amount set aside or credited to the depositors’ 
guaranty fund may, under the laws of the State, be returnable 
to the bank.™ 


CLEARING HOUSE DUES 


Annual dues or assessments paid by a bank to a clearing 
house association are proper deductions for income tax pur- 


of El Paso, Texas v. United States (DC) 39-1 U.S.T.C. par. 9471. 

Amounts credited to mutual savings banks by the FDIC are includable in gross 
income. Such amounts are held not to represent recoveries of assessments paid in 
ned years from which the banks received no tax benefit because they were exempt 
rom tax. Rev. Rul. 55-478, 1955-2 C.B. 18. 

82 Rev. Rul. 62, 1953-1 C.B. 71, 7; 1.T. 2940, XIV-2 C.B. 68. 

33 See Regs. 118, Sec. 39.23(a)-12 and 99.23(a)-12. 

84 In the following States assessments have been ruled to be proper deductions: 

In Indiana, assessments fixed by the Board for Depositors of the State of Indiana re- 
quired to be paid into the State Treasury by Indiana banks are deductible as paid or 
accrued, as the case may be. Rebates from the Fund returned to a bank are income 
to the bank when received. I.T. 3632, 1943, CB 114. 

Assessments under the North Dakota law for the Depositors’ Guaranty Fund are 
deductible. I.T. 1332, C.B. June 1932, p. 283. 

Similarly, assessments for depositors’ guaranty funds paid by a state bank under 
the South Dakota Law, sections 9005-9031 of the 1919 Revised Code, are deductible. 
LT. 1481-1-2 C.B. 194. On the other hand, assessments paid ‘pursuant to the laws 
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5 On the other hand, an initial admission fee, not being 


poses.® 
a periodic assessment for the payment of expenses, has been 
ruled to be a capital expenditure and may not be deducted 
as an expense.*® 


INSURANCE PREMIUMS ON THE LIVES OF 
DEBTORS 


If an insurance policy is taken out by a bank on a debtor’s 
life to protect it against loss in the event of his death, the 
premiums are deductible by the bank as a business expense if, 
under the arrangement made, the debtor or customer is under 
no obligation to specifically reimburse the bank for the cost 
of the premiums.** However, insurance premiums on insur- 
ance policies held as collateral and covering the life of a debtor 
are not deductible when paid by the bank but must be added 
to the debt.** But if such premiums are paid to keep a policy 
in force after the debt has become uncollectible, the premiums 
paid are deductible,” and in any event premiums paid will 
become deductible as bad debts upon later default in repay- 
ment. 


INTEREST PAID ON DEPOSITS 


Interest paid is a proper deduction for banking institutions. 
A bank’s deductible interest includes interest on savings ac- 
counts, open time deposits maintained with banking customers, 
including other banks, interest paid on public funds and on 


of 1927, chapter 54, pompenry | sections 9005, 9009 to 9011, 9015 to 9018, and 9020, 
South Dakota Code, are not deductible. G.C.M. 7598, C.B. Tune 1930, page 82. 
Special assessments of depositors’ guaranty funds paid by Texas state banks are 
proper deductions, but annual contributions have been held non-deductible capital 
expenditures. First State Bank of Brackettville, 9 B.T.A. 975 (1927); First State 
Bank of Weimar. 10 B.T.A. 396 (1927); Wichita State Bank & Trust Co. v. Commis- 
sioner, 69 F.2d 595 (5th Cir. 1934) 1.T. 2208, IV-2 C.B. 81. 

In Washington, depositors’ guaranty contingent fund payments are deductible, but 
amounts credited by member banks to the guaranty fund may not be deducted since 
they are subject to being recovered by the bank. S.M. 3719, C.B. Dec. 1925, p. 212. 
35 er National Bank of Omaha, 17 B.T.A. 1358 (1929); O.D. 747, C.B. Dec. 1920 


p. ’ 

36 Grace National Bank of N.Y. v. Commissioner, 189 F.2d 966 (2d Cir. 1951); 
affirming 15 T.C. 563 (1950); 68 Banking Law Journal 617. 

870.D. 38, I C.B. 104. 

38 A.R.R. 7895, III-2 C.B. 114. 

39 Dominion National Bank, 26 B.T.A. 421; The Charleston National Bank, 20 T.C. 
253 (1953); 70 Banking Law Journal 475; G.C.M. 14375, C.B.-1 1935, p. 52. 

40 Commissioner v. First National Bank & Trust Company of Tulsa, 143 F.2d 652; 
(10th Cir. 1944). This will not apply, of course, if the bank has adopted a reserve 
method; the subject of bad debt reserves is discussed in the September, 1956, issue 
of The Banking Law Journal at page 609. 
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certificates of deposit; interest and discount paid on bills pay- 
able, rediscounts, securities sold under repurchase agreement 
and other instruments issued for the purpose of borrowing 
money. 

The time for taking an interest deduction depends upon the 
bank’s method of accounting. Banks reporting on an accrual 
basis deduct customers’ deposit interest in the year the interest 
is accrued or earned. On the other hand, banks reporting on 
a cash basis deduct interest only when actually credited to the 
account of the depositor.“ Under such circumstances the 
deposit interest is subject to immediate and unconditional with- 
drawal by the depositor and, therefore, may be a proper de- 
duction for a cash basis bank although not actually paid by 
the bank.” 

These rules may be illustrated by a few decisions. A bank 
on a cash basis sought to deduct in 1920 interest applicable to 
deposit balances for that year. However, the interest was not 
credited to the deposit book of the depositor nor paid to him 
until 1922. Under such circumstances, the deduction was not 
allowed until 1922. Also, in First National Bank of Brad- 
dock,** interest on savings accounts for the period July 1st to 
December 31, 1934, became payable, and therefore deductible, 
only in 1935. 

INTEREST AND DIVIDENDS PAID ON R. F. C. 
BONDS AND PREFERRED STOCK 


In some cases, banks have preferred stock or debentures 
outstanding formerly held by the Reconstruction Finance Cor- 
poration or by other tax-free instrumentalities of the United 
States. Interest paid upon such debentures is a proper tax 
deduction, and similarly dividends actually paid by banking 
institutions on such a limited class of preferred stock are taken 
to represent interest and are deductible.* 


41G.C.M. 11348, C.B.-1, 1933, p. 110. See G.C.M. 11348, XII-1 C.B. 110, holding 
that a bank on a cash basis could not deduct monthly additions to a reserve for 
estimated interest due on savings accounts. 

42 Compare, however, the case of a savings association with a fiscal year ended 
April 30th. Interest on deposits due and payable May Ist but paid by checks 
mailed after the close of business on April 30th so that they could not be presented 
for payment before May Ist is not deductible for the fiscal year ended April 30th. 
Georgia State Savings Association, 4 B.T.A. 748 (1926). 

43 Browne v. United States 15 AFTR 753 (D.S. Car. 1982). 

4438 B.T.A. 1244 (1988). 

451.R.C. Sec. 588. Accrued but unpaid dividends are not deductible even by a 
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Interest on delinquent Federal or State taxes is deductible 
as interest paid; penalties, however, not only for fraud but for 
negligence or tardiness are not deductible. 


CHARITABLE CONTRIBUTIONS 


Under the Internal Revenue Code, a bank, like other cor- 
porations, may deduct charitable contributions up to 5% of 
taxable income with certain minor adjustments.** Contribu- 
tions to such organizations as a chamber of commerce, which 
are not strictly charitable and from which the bank anticipates 
some direct business benefits, are proper business expenses 
and are not included in computing the 5% limitation.*’ On the 
other hand, if such contributions are charitable contributions 
under the provisions of the Internal Revenue Code,* the limit- 
ation is applicable, whether or not a business reason can also 
be advanced for making the contribution. 

Any contribution made by a corporation in excess of the 
amount deductible under the foregoing limitation may be 
carried over to the next two succeeding years.” 

Certain other limitations must also be observed. For an 
accrual basis bank, if the Board of Directors authorizes a charit- 
able contribution during any taxable year and payment of such 
contribution is made after the close of such taxable year and 
on or before the 15th day of the third month following the 
close of such taxable year, then the taxpayer may elect to 
treat such contribution as paid during the taxable year.” 
Otherwise, actual payment must be made during the taxable 
year for an accrual basis taxpayer. 

In addition, a gift by a corporation to a trust, chest, fund 


bank reporting on an accrual basis. G.C.M. 18676, 1937-2 C.B. 140. 

Where dividends paid exceed the amount of a bank’s earnings or profits available for 
distribution as dividends, the dividend was nevertheless deductible by the bank under 
the 1989 Code. I.T. 3912, C.B. 1948-2, 68. Section 583 of the new Code apparently 
changes this rule in excluding “distributions in liquidation”. 

46 Contributions to the American Institute of Banking qualify as charitable deductions. 
Also contributions for puble Lay to the United States, a State, territory or 
political subdivision thereof, are deductible as charitable contributions. Such con- 
tributions would include contributions for civil defense committees, state or city 
parks, monuments, or volunteer fire companies. 

47 First National Bank of Omaha, 17 B.T.A. 1858 (1980). 

487 R.C. Sec. 170(b) (2). Citizens Trust Co. of Utica, 2. B.T.A. 1289, (1926); 
First National Bank in St. Louis, 23 B.T.A. 1125; Joplin National Bank, 1 B.T.A. 
586; First National Bank in Mobile, 30 B.T.A. 632; Merchants Nat'l. Bank of Mobile 
ov. Com., 90 F.2d 223 (Cir. 5th 1937); LT. 1169, I-l1 C.B. 275. 

49 L.R.C. Sec. 170(b)(2). 

50 T.R.C. Sec. 170(a)(2). 
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or foundation (i.e. a noncorporate recipient) , is deductible only 
if it is to be used within the United States or any of its posses- 
sions exclusively for religious, charitable, scientific, literary or 
educational purposes or the prevention of cruelty to children 
or animals. 

If a charitable contribution is made in property the amount 
of the deduction is the fair market value of the property regard- 
less of its cost basis to the bank for tax purposes. In this man- 
ner the entire appreciation of the securities or other property 
so donated escapes tax in the hands of the bank; and if the 
securities are sold by the charity, no tax is payable. There is 
reported the case of a bank which had a vault door which was 
fully depreciated and thus had a zero cost basis. Instead of 
selling the vault door and paying a capital gains tax on the 
proceeds, the bank contributed the door to a charity in lieu of 
a cash contribution. The bank deducted $1,000 as the value 
of the door and the charity sold the door as junk for $1,000 
without income tax.” 


rein mecimenetia hy mate ma on 


A number of banks, particularly in the larger cities, are 
establishing their own charitable trust funds which are quali- 
fied under the Code to receive deductible contributions. The 
funds then disburse this money to or for the benefit of various 
charitable and educational organizations in the community. . 
Smaller privately endowed colleges have been particular bene- ) 
ficiaries of this long range program, which is intended, in part, 
to sustain such colleges as future training grounds for bank . 
executives. 

The establishment of a private charitable trust fund of this 
nature has certain advantages over direct contributions by the 
bank in that it permits regular giving of the maximum allow- 
able amount each year without the necessity of hurriedly choos- 
ing a beneficiary at the end of the year. Within reasonable 
limitations, the fund could accumulate these sums for some 
particular long-range project. The bank may also contribute 
securities having a limited market to be held by the fund while 
arrangements were made for the sale or other disposition of 
these securities, perhaps by means of a secondary distribution. 
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51 Steps to Minimize Your Federal Income Tax, by Charles Z. Meyer, Auditgram, 
February 1953, p. 18. 
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COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Koz, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales, chattel mortgages und other secured transactions. 


The subject of usury is of 
importance to every insti- 
tution in the business of 
extending credit and of 
equal importance is an 
understanding of some of the 
usury laws and court deci- 
Sions dealing with usury. 
In this respect it should be 
pointed out that credit men 
must be aware of usury laws 
in every state where their 
debtors reside or do busi- 
ness for it is the laws of 
those states that may govern 
whether or not certain in- 
terest is usurious rather 
than the laws of the state 
where the creditor resides 
or does business. 


An example of when a 
knowledge of the laws of 
other states becomes vital 
is found in the simple 
transaction of a creditor 
preparing a note in the 
State where he does business 
and where the interest on 
the note is perfectly lawful 
and then having it executed 
by the debtor who resides in 
another state where the in=- 
terest is usurious. 





Another important aspect 
of usury laws concerns the 
penalties for charging il- 
legal interest. Some of 
the more common penalties 
are forfeiture of both prin- 
cipal and interest, loss of 
entire interest, loss of 
usurious interest and for- 
feiture of double or triple 
the usurious interest 
charged. In addition, in 
certain states it is a mis- 
demeanor to charge usurious 
interest (see laws of Con- 
necticut, Florida, New Mex- 
ico, North Dakota, Rhode 
Island, South Carolina, 
Utah, Vermont and Wiscon- 
Sin; also Hawaii). 


As most credit officers 
know under certain condi- 
tions parties may agree on 
a rate of interest greater 
than the legal rate. But 
even here requirements of 
the law must be followed 
closely to avoid penalties. 
For example, in some states 
where it is possible to 
agree on a  higher-than- 
legal rate of interest the 
agreement must be specific 
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and cannot be implied by 
designations or notices 
that "Interest will be 
charged at the rate of one 
percent a month on past due 
accounts". 

A few recent cases illus- 
trate the possibility of 
trouble in interest cases 
where a charge of usury can 
be raisede 


USURY—CONDITIONAL SALE 


In Arkansas where the law 
provides for the nullifica- 
tion of an instalment con- 
tract when a charge of usury 
is upheld, a conditional 
buyer of an automobile re- 
ceived title to the auto- 
mobile free and clear when 
the court ruled interest 
charges on the instalment 
note were "far" above the 
10% limit allowed in the 
State's constitution. The 
court found that the finance 
company involved in the 
transaction had required 
the conditional buyer to 
purchase certain insurance 
and that since the change 
for the life insurance 
policy was unauthorized and 
the rate for the hazard in- 
surance policy was exces- 
Sive, the overall rate 
charged on the transaction 
exceeded the 10% yearly in- 
terest permitted by law. 
Schuster v.Universal C.I.T. 
Credit Corporation, Arkan- 


LAW JOURNAL 


sas Chancery Court, June 28, 
1956. 


* * * 


USURY—INSTALMENT PURCHASES 


Another similar suit has 
been filed in the same 
Arkansas court against 
Sears Roebuck & Company 
charging that total charges 
exceeded the 10% rate. The 
complainant alleged that he 
had purchased from the store 
three items on the instal- 
ment plan and claimed that 
on the first a rate of in- 
terest of 18% was charged and 
that a rate of about 11.5% 
was charged on the other two 
purchasese The later pur- 
chases involved extensions 
of the original instalment 
contract. The complainant is 
apparently basing his case 
not only on the constitu- 
tional limit of 10% but also 
on a state supreme court 
decision which set forth 
that all carrying charges, 
service charges, and hid- 
den costs must be included 
when calculating interest 
charges. 


* * * 


USURY—BLANK NOTE AND 
MORTGAGE FORMS 


Another usury case in- 
volving a slightly differ- 
ent aspect of the subject 


has been decided in 
Nebraska. A corporation 
provided note and mortgage 
forms to a car dealer who 
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had the buyer of a car sign 
them in blank. Later, with- 
out the buyer's knowledge, 
the corporation filled in 
the blanks with a time price 
and with certain interest 
and other charges without 
the buyer's consent. The 
court ruled that the cor- 
poration had violated the 
state's instalment’ loan 
statutes and thus held the 
transaction was usurious. 
It reasoned that it is per- 
fectly legal to sell auto- 
mobiles at a time price and 
that this price may even ex- 
ceed the cash price by an 
amount greater than the law- 
ful interest on the price of 
the car. But the time price 
must be agreed upon by the 
parties and the excess of 
time over cash price must be 
the result of a bona fide, 
specific agreement made in 
good faith by both parties. 
State of Nebraska v. Asso- 
ciates Discount Corpora- 
tion, Nebraska Supreme 
Court, May 25, 1956. 


* * * 


CONDITIONAL SALE—CAPACITY 
OF PARTIES 


Financial institutions 
dealing in conditional 
Sales contracts as well as 
other similar paper must be 
certain of the capacities of 
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the parties signing the 
paper if such institutions 
are to be certain of their 
legal rights. An example 
of the trouble which can 
occur in this respect is 
found in a federal court of 
appeals case. The condi- 
tional seller of some cattle 
brought suit against a party 
who had signed a note secur= 
ing a conditional sale con- 
tract. The defendant 
claimed he had signed the 
note only as a surety and was 
no longer obligated on it 
because the buyer had been 
granted an extension of time 
on the contract without the 
defendant's consent. In 
the lower court a jury found 
that either the defendant 
was a maker of the note 
rather than a surety, or 
that if he signed only in the 
capacity of a surety, he was 
nevertheless aware of the 
extension of time and conse=- 
quently not freed from his 
obligation onthe note. The 
appellate court agreed that 
the defendant was liable on 
the note, basing its deci- 
sion on a finding that the 
defendant had failed to 
overcome the presumption 
that he intended to sign 
the note as a maker. Keresey 
v. New Milford Tractor Cor- 


poration, United States 
Court of Appeals, Second 


Circuit, June 18, 1956. 
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and cannot be implied by 
designations or notices 
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volving a slightly differ- 
ent aspect of the subject 
has been decided in 
Nebraska. A corporation 
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forms to a car dealer who 
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had the buyer of a car sign 
themin blank. Later, with- 
out the buyer's knowledge, 
the corporation filled in 
the blanks with a time price 
and with certain interest 
and other charges without 
the buyer's consent. The 
court ruled that the cor- 
poration had violated the 
state's instalment loan 
statutes and thus held the 
transaction was usurious. 
It reasoned that it is per- 
fectly legal to sell auto- 
mobiles at a time price and 
that this price may even ex=- 
ceed the cash price by an 
amount greater than the law- 
ful interest on the price of 
the car. But the time price 
must be agreed upon by the 
parties and the excess of 
time over cash price must be 
the result of a bona fide, 
specific agreement made in 
good faith by both parties. 
State of Nebraska v. Asso- 
ciates Discount Corpora- 
tion, Nebraska Supreme 
Court, May 25, 1956. 
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the parties signing the 
paper if such institutions 
are to be certain of their 
legal rights. An example 
of the trouble which can 
occur in this respect is 
found in a federal court of 
appeals casee The condi- 
tional seller of some cattle 
brought suit against a party 
who had signed a note secur= 
ing a conditional sale con- 
tract. The defendant 
claimed he had signed the 
note only as a surety and was 
no longer obligated on it 
because the buyer had been 
granted an extension of time 
on the contract without the 
defendant's consent. In 
the lower court a jury found 
that either the defendant 
was a maker of the note 
rather than a surety, or 
that if he signed only in the 
capacity of a surety, he was 
nevertheless aware of the 
extension of time and conse=- 
quently not freed from his 
obligation onthe note. The 
appellate court agreed that 
the defendant was liable on 
the note, basing its deci- 
Sion on a finding that the 
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delivery. 
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The BANKING LAW JOURN- 
AL DIGEST, a volume which 
has been familiar to bankers 
and banking attorneys for many 
years, contains digests of the 
legal decisions which have ap- 
peared in the monthly issues of 
The Banking Law Journal since 
the establishment of the Journal 
in 1889 down to the beginning 
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of the present year. 
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More than two thousand im- 
portant banking decisions have 
been made by the courts since 
the Fifth Edition appeared in 
1939. These, of course, are in- 
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150 main headings arranged in 
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BANKING LEGISLATIVE 
TRENDS IN THE STATES 


New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


ARIZONA: A proposal for repeal of the state’s “double liability” 
bank law, imposing the legal responsibility on all state bank stock- 
holders for twice the par value of bank stock held by them, was ap- 
proved by Arizona voters at a referendum in conjunction with the 
September primary election. 


ARKANSAS: An unsuccessful effort was made to keep off the No- 
vember ballot in Arkansas an initiated state constitutional amend- 
ment to permit the state legislature to set interest rates on certain types 
of installment and other contracts in excess of the present 10 per cent 
ceiling. 

The move to block a vote on the proposal collapsed when challengers 
of the initiative petitions for the amendment failed to post a $5,000 
bond in the State Supreme Court by the required deadline. This kept 
from coming to trial a suit challenging the validity of more than 11,000 
signatures on the petition. The suit had been filed by F. Lester Call of 
Little Rock and his attorney, U. A. Gentry. 


MARYLAND: A proposed new state law extending credit life in- 
surance to cover loans made under the Maryland Industrial Finance Act 
and secured by chattels or real property was submitted to the State 
Legislative Council’s budget and finance committee by Irving Apple- 
feld, vice president of the Maryland Association of Small Loan 
Companies. 


MASSACHUSETTS: A bill providing for the creation of a five-mem- 
ber board to fix interest rates on small loans up to $1,500 was passed 
by the Massachusetts legislature. 

The measure provided that the new regulatory agency be composed 
of the state bank commissioner, the tax commissioner, the state treasurer 
and two gubernatorial appointees, one of whom would be a representa- 
tive of organized labor. 

Massachusetts law heretofore has authorized loans up to $300 at 
interest rates of 2 per cent a month or a maximum of 12 per cent per 
year. 

In another development, Rep. Thomas T. Gray, Springfield Republi- 
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can, announced he will seek the enactment next year of a Massachusetts 
legislative bill to ban any automobile dealer selling cars on time from 
also selling insurance on the cars. 


MICHIGAN: State Rep. Willard I. Bowerman, Lansing Republican, 
asked the Michigan attorney general’s office for an opinion on whether 
automobile dealers can refer customers for low-priced cars to small 
loan companies. 

Bowerman heads a state legislative interim committee studying 
automobile financing. He said testimony thus far before the com- 
mittee indicates that such referrals are the usual practice for buyers of 
cars valued at less than $500. 

“My committee,” Bowerman said, “is inclined to think that this 
subterfuge is a violation of the automobile financing act which controls 
rates.” 

Bowerman noted that an automobile selling for $300 financed by 
an automobile finance company, would bring a true interest rate of 
24 per cent a year. The same car, financed by a small loan company, 
would carry a true interest rate of 32 per cent, he said. 

“In other words,” he added, “the car buyer would be paying one- 
third more on interest to finance his car than is legally allowed under 
the automobile finance act.” 


MONTANA: A suit seeking to recover $8,053.11 in taxes paid under 
protest on debts secured by chattel mortgage was filed in the District 
Court in Great Falls by the Commercial Credit Corp. 

Commercial Credit and other similar firms have long protested the 
payment of taxes on such chattel mortgage debts. Still pending is a 
suit brought by Commercial Credit last year asking recovery of 
$11,335 in taxes. 

In the new suit, the corporation claims that of $1,242,602 which 
Cascade County contends is taxable, $764,416 is exempted by state 
law. This amount was owned evidences of debt owed by borrower- 
debtors and secured by chattel mortgages. 

The Cascade County Board of Equalization and the State Board 
of Equalization each denied the firm’s request for exemption of the 
debts from taxation. 


NEW YORK: A prediction of new state controls on installment 
sales of retail goods was made at the annual meeting of the State 
Council of Retail Merchants. 

Clifford A. Allanson and Harry B. Rezzemini, the association’s 
general manager and counsel, respectively, said the 1957 New York 
legislature was expected to enact regulations covering installment sales 
of general merchandise, similar to that enacted this year for automobile 


buying. 
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In another development, the Joint State Legislative Committee to 
Revise the Banking Law heard further pro and con arguments on 
proposed legislation to broaden the branch powers of savings banks. 

The savings banks earlier revealed they will ask the 1957 legislature 
for authority to open branches within their home municipality and 
within 50 miles of its boundaries, regardless of county or district lines 
and subject only to State Banking Department approval. Similar 
legislation has been unsuccessfully sought for the last six years, being 
strongly opposed by commercial bankers. 

That the opposition of commercial bankers will continue was indi- 
cated by Arthur T. Roth, president of the Franklin National Bank, 
Franklin Square, L.I., who asserted that if savings banks were to be 
permitted further branch expansion they should be required to pay 
taxes and maintain reserves equal to those of commercial banks. 

He charged that tax advantages and freedom from reserve regulations 
now enjoyed by the savings banks represented a “double standard” 
which, siphons money away from the commercial banks and is inimical 
to the soundness of the economy. 


NORTH CAROLINA: Warning that unless evidence was presented 
to convince him otherwise another rate cut is in prospect for accident 
and health insurance sold in connection with small loans, State Insur- 
ance Commissioner Charles F. Gold gave North Carolina credit accident 
and health insurers until Oct. 8 to produce their evidence. 

“I certainly don’t think you have made out a case for a rate 
increase,” he told the insurers at the conclusion of his second annual 
review of loss experience for the coverage. “I am not going to give 
a rate increase. I am going to give consideration to a revision of 
rates.” 

The 1955 North Carolina legislature gave the commissioner author- 
ity over credit accident and health rates. After his initial hearing last 
year, Gold ordered the rate reduced by 25 per cent, from $3.30 to $2.50. 

The commissioner’s decision then was based on figures showing the 
companies had paid claims during 1954 which came to only 30.34 per 
cent of the premiums they collected. 

Robert W. Potts, actuary for the State Insurance Department, has 
now testified that experience filed by the companies for the period from 
Jan. 1, 1955, to Sept. 30, 1955, showed a loss ratio for the nine months 
of 24.4 per cent. 

In that time, four or five companies operating in the state reported 
they collected $3,025,360.95 in premiums and paid out $738,624.27. 
Coastal Plain Life, of Rocky Mount, filed no report, explaining its 
statistics for that period were lost while it was in process of moving 
its offices. 
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The rate cut to $2.50 went into effect Oct. 1, 1955. In the nine 
months from then through June 30 of this year, six companies reported 
they collected premiums of $4,819,372.68 and paid claims of $1,494,702.83. 
The loss ratio of 31 per cent was but slightly greater than the 30.34 
per cent for 1954 which prompted Gold to order the 25 per cent cut last 
year. 

However, W. W. Taylor Jr. of Warrenton, counsel for a newly licensed 
Credit Accident and Health Insurance Rating Bureau, put in a bid for 
“a reasonable rate increase, in the commissioner’s discretion.” 

The department’s figures, Taylor noted, are based purely on 
premiums collected and losses paid, without taking into consideration 
the fact that further claims would be made against some of the premiums 
which were not “earned” at the end of the reporting period. The 
premium is not considered completely earned until the period for which 
it was written is completed. Nor, he said, did the figures take into 
account underwriting expenses. 

Taylor further declared that any reduction in rates might be 
“disastrous” to the agents handling the policies and would be harmful 
to the companies. 

Taylor at first requested only that the commission “let the status 
quo remain.” Later, however, he asked for a brief recess and after a 


conference with other attorneys representing the companies returned 
to ask for a “reasonable” increase. 


PENNSYLVANIA: Opposition to proposed Pennsylvania legislation 
to permit “over-the-counter” sale of life insurance by mutual savings 
banks was expressed by insurance companies and agents at a hearing 
conducted by a Joint State Government Commission subcommittee 
making a study of the issue preparatory to reporting to the 1957 state 
legislature. 

State Banking Secretary Robert L. Meyers Jr. said his department 
had taken no official stand on the issue, but was concerned only that 
depositors and investors be adequately protected. The State Insurance 
Department also took no stand on the matter. 

The proposal would create a central savings bank insurance com- 
pany, which would issue low-cost policies of $250, $350, $500 and a 
limit of $5,000. 


VIRGINIA: Bills enacted by a recent special state legislative ses- 
sion included a measure to permit counties to do business with banks 
having directors who also serve as county supervisors. 

Many county supervisors about the state also serve as directors 
of local banks with which the county deposits funds or negotiates loans. 
A state attorney general’s ruling held the practice was illegal without 
the new legislation. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 


“Termination” of Trust Construed 


Antibus v. Hart, Indiana Appellate Court, August 2, 1956 


Testator’s will created a trust which was to terminate upon the 
death of the last surviving beneficiary but in no event later than “the 
termination of a certain lease” with M. At the time the will was 
executed testator had entered into a twenty-year lease with M, but 
thereafter the lease had been cancelled and a new lease for ten years 
substituted. Issue arose as to what terms should govern the duration 
of the trust. One side contended that the lease, and hence the trust, 
terminated at the same time the original lease was cancelled; the other 
side contended that the word “termination” indicated the trust was to 
endure until it expired by the efflux of time, in this case 20 years. 
HELD: Neither contention is correct. Since there exists a latent 
ambiguity in the will an examination of the leases as extrinsic evidence 
is proper. The new lease asserted the old lease and was, therefore, a 
modification rather than a cancellation. Moreover, such modified lease 
provided for termination upon the death of the lessee, so the will con- 
templated something more than the simple efflux of time. Accordingly, 
testator must have intended that the trust was not to endure more than 
ten years. 


Agreement to Release Support Rights Held Against Public Policy 


Estate of Vogt; Vogt v. Vogt, Illinois Appellate Court, June 15, 1956 


A widow renounced her husband’s will and in lieu thereof sought 
her statutory widow’s award. The husband’s administration resisted 
such claim on the ground that the widow had executed a post-nuptial 
agreement whereby for $10,000 she released her husband from the 
obligation of supporting her and waived all “right, title, interest or 
claim she now has or may have in the future in and to the property 
of the husband.” HELD: The agreement is invalid as against public 
policy, since the release of support rights constituted a material part 
of the consideration for such agreement. Moreover, even if the agree- 
ment were valid, its terms were not so broad as to include a waiver of 
the right to a widow’s statutory award. 
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“Personal Property” Does Not Include Money 


Estate of Chadwick, Iowa Supreme Court, July 26, 1956 


Husband and wife executed a joint will, giving the survivor a life 
interest and the remainder to A, except that a sister was to have the 
right to select “any item of the personal property herein bequeathed” 
and B was to get a five-year cash annuity. When the sister made her 
selection, she chose all the money in the estate. HELD: The selection 
permitted a choice among the personal property and did not include 
money which is an intangible property item. To permit the sister to 
choose the money would have the effect of disabling the bequest to B 
since there would be no cash remaining out of which to pay his annuity. 


Exercise of Power of Appointment Vests Interest 


Bankers Trust Co. v. Variell, Connecticut Court of Errors, July 3, 1956 


Decedent created a trust, providing that if his daughter survived 
him but left no issue the trust corpus should go to such persons as the 
daughter might appoint by will. If she did not so appoint, the corpus 
should go to a named corporation. The daughter died without leaving 
issue, and her will exercised the power of appointment in favor of her 
husband. The husband died shortly thereafter. The corporation 
claimed it was now entitled to the corpus. HELD: The corpus should 
go to the estate of the husband. The husband acquired a vested interest 
in the corpus upon the exercise of the power of appointment by the 
daughter’s will. The corporation was entitled only in the event that 
the daughter failed to exercise the power. 


Burden of Taxes on Income Earned During Administration Period 


Rhode Island Hospital Trust Co. v. Sanders, Rhode Island Supreme Court, 
July 23, 1956 


Testatrix directed that expenses and taxes should be paid out of 
her residuary estate. She left her residue to both charitable and non- 
charitable beneficiaries. Issue arose as to which beneficiaries should 
bear the expense of taxes on income earned during the period of 
administration, the will being silent on this point. HELD: The non- 
charitable beneficiaries should bear the tax burden. Had testatrix 
desired a different result, she would have specifically so provided. The 
intention and purpose of the Rhode Island statute is that the bene- 
ficiaries of charitable legacies receive them full and clear of the burden 
of tax. 













TRUST and ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 


Waiver of Executor’s Commissions Not a Taxable Gift 





Revenue Ruling 56-472, LR.B. 1956-37, p. 9 


The executor of an estate administered in a state which allowed a 
5% executor’s commission upon approval by the probate court waived 
his right to the full commission and agreed to accept a stipulated lesser 
amount. The agreement was executed before he performed any ser- 
vices as executor, and a waiver was signed prior to the date on which 
he was entitled to receive commissions. The above Ruling states (1) a 
clear and irrevocable waiver of the right to receive commissions consti- 
tutes evidence of an intention to render gratuitous service, and, conse- 
quently, the executor does not realize taxable income by such waiver, 
unless he has acted so as to imply prior acceptance or exercise of owner- 
ship or control of the amounts so waived; (2) the difference between 
the commission the executor could have received and the commission he 
actually received under the agreement is not compensation for services 
and is not includible in his taxable income, provided the waiver is 
binding; (3) neither the waiver nor the difference between the commis- 
sion the executor could have received and the commission he actually 
received constitutes a gift for Federal gift tax purposes. 


Gift of Community Property by Husband in Contemplation 
of Wife’s Death 





Revenue Ruling 56-408, LR.B. 1956-34, p. 15 


The above Ruling states that where, under the laws of a com- 
munity property state the husband, as managing member of the 
community, may make valid gifts of the community property to third 
persons, the value of one-half of such gifts made .by the husband in 
contemplation of his wife’s death is includible in the wife’s gross estate. 
In making such gifts, the husband acts in effect as agent of his wife as 
to her one-half community interest in the property. 
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Resort to Tax Court Bars Subsequent Action in District Court 





City Bank Farmers Trust Company v. United States of America, United 
States District Court, S.D. New York, July 17, 1956 


A trustee petitioned the United States Tax Court to review a ques- 
tion of estate tax law after an unfavorable assessment by the Commis- 
sioner of Internal Revenue. Thereafter, the trustee attempted to have 
the issue litigated in the United States District Court. HELD: The 
trustee is barred from attempting to litigate the issue in the District 
Court after having petitioned the Tax Court for review. “.. . it is not 
the litigation of the question in the Tax Court, but the very act of 
resorting to the Tax Court which raises the bar to a subsequent action 
in the District Court.” 


Estate Taxes Against Entire Estate Rather Than Against 
Probate Estate Only 





Knowles v. National Bank of Detroit, et al, Michigan Supreme Court, | 
May 14, 1956 


Decedent established four living trusts, the income of all of them to her 
for life and at her death to her grandson. The principals were to be 
paid to the grandson at specified times and in specified installments. 
Her will provided that after payment of all taxes against her estate, the 
residue of the estate should go to the grandson in trust if he had not 
reached 21. Decedent’s executor argued that the Federal estate tax 
on her estate, including the four living trusts, should be apportioned 
ratably between the residuary estate and the four trusts because dece- 
dent did not intend that the residue should bear the additional, non- : 
probate property tax burden caused by inclusion of the value of the 
living trusts in her taxable estate. HELD: The burden of estate taxes 
must fall on the residuary estate. There is no Michigan statute to 
the contrary and no contrary expression in the will. Decedent intended 
her reference in the will to taxes to include all Federal estate taxes 
assessable against her estate. 


Amount Paid in Settlement of Legacies Not Deductible 





In re Estate of Grace M. Hitchcock, Pennsylvania Supreme Court, 
June 25, 1956 


Decedent and her husband reciprocally agreed to execute a joint will. 
Such will combined their estates, with a life interest to the survivor and 
one-half the remainder to the devisees of the husband, one-half to the 
devisees of the wife. Decedent’s executors compromised the claims 


ee 
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of the devisees of the husband, and in ascertaining the clear value of 
decedent’s estate subject to tax, claimed a deduction as a debt of the 
amount paid the husband’s devisees from decedent’s estate. HELD: 
The reciprocal promises to execute the joint will were sufficient to 
make the agreement binding, but the amounts paid to the husband’s 
devisees under the joint will in settlement of their claims pursuant to 
such reciprocal promises were not contracted for an adequate and 
full consideration in money or money’s worth. The sums “were testa- 
mentary benefactions and not debts.” Hence, such amounts were not a 
debt of decedent’s estate within the Pennsylvania inheritance tax act, 
and, consequently, not an allowable deduction from the gross estate for 
tax purposes. 


Deductions for Executor’s Commissions Governed by Date 
of Decedent’s Death 





Estate of Skinker, California District Court of Appeal, Fourth District 
July 3, 1956 


An executrix objected that the inheritance tax deductions allowed 
for executor’s commissions and attorneys’ fees were not computed in 
accordance with the provisions of the Probate Code in effect at the time 
of the inheritance tax appraisal. Instead, the commissions and fees were 
computed in accordance with the provisions of the Probate Code in effect 
at the date of decedent’s death. Held: The intention of the California 
Revenue and Taxation Code is that the fees to be deducted pursuant 
to the Probate Code are those provided for in the Code as they were 
in effect at the time of death. “To change the amount of the deductions 
allowed would have the practical effect of changing the rates, which may 
not be done.” 


Establishing Market Value of Commercial Building 
Subject to a Lease 





Estate of Brone, Pennsylvania Orphan’s Court, Lehigh County, July 15, 1956 


An asset of decedent’s estate was an undivided half interest in a 
building on which an industrial concern held a lease until 1963. The 
State appraiser put the value of the half interest at $95,000; the estate 
contended that it should be only $73,000. Both sides used expert wit- 
nesses to substantiate their claims. HELD: The lower $73,000 valuation 
is a fair and conscionable valuation. The fair market value of the 
particular property is not, as the State contended, the highest value it 
might possibly bring under the most favorable circumstances. The con- 
tention of the State is unrealistic because the property is leased for 
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eight more years and the only possible user-buyer would be the present 
lessee. Hence, possible buyers would be buying for investment, not for 
use, and this decreases the sale value. Also, a five percent discount should 
be allowed on the value where an undivided interest is appraised be- 
cause the average buyer is reluctant to purchase such an interest. 


Gift Tax on Contributions to Family-Owned Corporation 


Heringer et al v. Commissioner of Internal Revenue, United States 
Ceurt of Appeals, Ninth Circuit, June 7, 1956 


Donors, two brothers and their wives, created a corporation and 
transferred a major portion of their property to it. 40% of the stock 
was issued to the donors, the remaining 60% to their children. There- 
after, the donors transferred farm land to the corporation, for which 
no consideration was given or promised, and the corporation leased 
such land to a partnership consisting of nine of the 11 children. The 
partnership farmed the land, and the corporation collected rents from 
the partnership, paid taxes and distributed dividends. The Commis- 
sioner asserted that the transfers to the corporation were gifts. HELD: 
The various transfers were gifts, since they were made for less than 
full and adequate consideration; and, moreover, they were transfers of 
future interests, since use and enjoyment of the income depended on 
corporation dividends, and the donors are not entitled to gift tax 
exclusions. The gifts for gift tax purposes should be valued at 60% 
of fair market value, the percent of stock interest not retained by the 
donors but given to the children. 








Inflation-Proof Investments 


HE September Indez, monthly 
economic review of the Svens- 


ka Handelsbanken of Stockholm, 
Sweden, has an interesting discus- 
sion of index-regulated loans. As 
indicated in these columns last 
month, there has been renewed in- 
terest in this type of special pro- 
tection against depreciation in the 
value of money. Only recently, 
Professor Tor Polander completed 
an investigation on the subject at 
the request of the Swedish Minister 
of Finance. 

The problem of protecting sav- 
ings may be particularly acute for 
those people who are not in a posi- 
tion to make direct investments in 
tangible assets. The small saver 
is at a relative disadvantage as 
compared with the man of means, 
since the latter can often effectively 
direct his savings into property or 
productive undertakings. Gen- 
erally, however, the problem of 
protection plagues both small and 
large savers. It is impossible, in a 
modern money economy, for all 
savers to make direct investments 
in tangible assets to the full extent 
of their resources. 

The Index notes that interest in 
tying monetary claims to a price 
index resurged with the long period 
of full employment and rising prices 
that has prevailed since the ’80’s. 
Those advocating index-regulation 
of the credit market contend that 
the system has its advantages both 
from the points of view of eco- 
nomics and fairness. Inflation, it 


is pointed out, involves a redistri- 
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bution of assets and debts in a man- 
ner which is unfair to the lender, 
and which gives the borrower un- 
deserved profits. And even if such 
a redistribution were not fully pre- 
vented, the linking of monetary 
claims to the general price level 
would at least reduce the extent 
of such redistribution. As the 
Indez notes, “the chances of ‘cash- 
ing-in’ on the inflation would be 
lessened.” 

With respect to economic ad- 
vantages, the main argument tend- 
ered is the favorable effect on sav- 
ing. If savers were freed from the 
fear of decline in the value of 
money, it is reasoned, savers would 
be more disposed to deposit in bank 
accounts and to purchase bonds. 
It is also contended that index- 
regulated credits would discourage 
speculative purchases and invest- 
ments; during an inflationary cycle 
considerable borrowing may be 
done to purchase goods or means 
of production, with a view to specu- 
lative profits. Obviously such 
speculation would be less attrac- 
tive if borrowers were aware that 
the amount of the credit were go- 
ing to keep pace with the general 
rise in prices, and that the specu- 
lative profit would be partly or en- 
tirely absorbed in covering the in- 
creased principal amount of the 
debt. Thus, under certain condi- 
tions, index-regulated loans would 
diminish the demand for goods and 
act as a counter-inflationary meas- 
use. 
But other arguments are voiced 
by opponents of index-regulated 
loans. One contention is that a 
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changeover to such regulated cred- 
its would result in an extension of 
“index-mindedness” which, in it- 
self, encourages inflation. They 
also argue that index regulated 
loans, like index-regulated wages, 
would have a detrimental effect on 
price stabilization. Another com- 
ment concerns the matter of capital 
costs. When borrowing money to 
finance business activity, a com- 
pany must allow for the expected 
increase in principal liability in the 
same way it allows for other antici- 
pated cost increases. The result 
must finally be expressed in terms 
of prices—which aggravates price 
increases in the period of inflation. 

Another criticism is that the in- 
troduction of index-tied bonds 


would cause unnecessary fluctua- 
tions in the bond market. Because 
general price expectations normally 
change rapidly, price index-reg- 


ulated bonds would experience 
considerable changes. Institution- 
al investors such as insurance com- 
panies and pension funds, it is 
claimed, would be greatly incon- 
venienced by this instability in the 
bond market. 


The Stockholm bank also out- 
lines index-loan experience to date, 
the subject of comment in these 
columns last month. 


Money Rates 


So long as the economy is operat- 
ing at capacity and the demand 
for bank credit and capital is great 
and is outrunning savings, the 
money market will be tight and 
interest rates will remain high. 
This is the opinion of New York 
University Professor Marcus Nad- 
ler who also foresees the possibility 
of a moderate decline in business 
activity sometime next year. Point- 
ing to a decline in business activity 
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are a temporary excess of produc- 
jtive capacity over effective de- 
mand, as well as the possibility of 
a subsidence in the commercial and 
industrial building boom. Of 
course, any lessening in business 
activity would then reduce the de- 
mand for credit and capital, result 
in a change in Federal Reserve 
credit policy and presage a decline 
in money rates. 


Professor Nadler regards the 
low money rates which prevailed 
from the early ’30’s to March, 1951 
as “a thing of the past.” He an- 
ticipates that money rate fluctua- 
tions will now be guided by busi- 
ness activity. The business cycle 
has not been abolished, he observes, 
and our free and dynamic economy 
will have its ups and downs—even 
though the preventing of serious 
depressions is within our power. 


With respect to the long-range 
or secular trend of interest rates, 
Professor Nadler tags the move- 
ment of commodity prices and the 
cost of doing business as important 
determinants. If one were to as- 
sume that the present spiral be- 
tween wages and prices is a perma- 
nent phenomenon of our economy, 
and that wages and prices will 
continue to rise, then it must also 
be assumed that the secular trend 
is upward. Such a trend, naturally, 
would be subject to intermittent 
exceptions. 

There is some basis for believing, 
states Professor Nadler, that the 
present spiral between wages and 
prices is a temporary phenomenon. 
This opinion is predicated on in- 
creased productive capacity and 
productivity, increased competi- 
tion, plus the fact that the increase 
in income has not been uniform. 
Subsequently, after the present 
spiral has run its course, a period 
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of relative price stability is antici- 
pated. 


Gold 


The lifting of all restrictions on 
gold trading in Canada last spring 
did not, of course, mark a return 
to the gold standard by that coun- 
try. However, it did provide one 
more indication of the growing 
international importance of gold 
and of the gradually increasing 
freedom with which it can be trad- 
ed. 

A recent Business Review of the 
Bank of Montreal calls attention 
to the fact that the annual quantity 
of gold available to the non-com- 
munist world has risen markedly 
since 1951. Noteworthy has been 
the significant increase in South 
African output as a result of new 
mine development. This addition 
has been further augmented by oc- 


casional sales by Russia. And 
while the supply side has been in- 
creasing, there also appears to have 
been a decline in demand from 


private sources. This fall in de- 
mand, over the past few years, may 
in turn be attributed to the pro- 
nounced improvement in the econ- 
omies of most European countries. 


There has also been a tendency on 
the part of these nations to place 
a greater reliance on monetary and 
fiscal measures to control inflation- 
ary pressures; thus greater confid- 
ence has been instilled in domestic 
currencies and there has been less 
desire on the part of people to 
hedge against currency devaluation 
by buying gold. Accordingly, a 
much greater proportion of avail- 
able gold supplies has been used to 
increase official government hold- 
ings than was the case in earlier 
years. 

Equally significant, states the 
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Bank of Montreal, has been the 
accompanying geographical shift in 
the pattern of distribution. During 
the early postwar period, it may be 
recalled, the United States was 
virtually the only western country 
to increase its gold holdings. In 
contrast, there has since been a 
widespread accumulation of re- 
serves by other countries and a net 
outflow from the United States. 
For example, between 1952 and the 
end of last year, the U. S. gold 
stock declined by $1.5 billions. 
And in the same period, with strong 
and sustained economic recovery 
elsewhere, the gold reserves of coun- 
tries other than Soviet Russia rose 
by slightly over $3 billions. In 
addition, an even larger increase 
occurred in foreign holdings of U. 
S. dollars. Such developments have 
encouraged the tendency for coun- 
tries to relax their restrictions on 
trading in gold. 

Regulations governing gold, ob- 
serves the Business Review, vary 
considerably from country to coun- 
try. Countries in which gold may 
be held by residents, and imported 
and exported freely, include 
Switzerland, Colombia, Uruguay, 
Canada and the Benelux Union. 
France permits unrestricted pur- 
chase and sale of gold within the 
country but allows export and im- 
port only with official license. In 
the United Kingdom and the sterl- 
ing area, residents may only pur- 
chase gold with official license, al- 
though non-residents may purchase 
and sell under certain conditions. 

Central banks and governments 
want gold because that commodity, 
along with U. S. dollars, is the only 
medium that is accepted through- 
out the world in settlement of in- 
ternational balances. As far as 
individuals are concerned, personal 
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desire for gold stems from its sta- 
bility of value, since it is a sterile 
asset and yields no income. Private 
demand has fluctuated with de- 
velopments tending toward or 
away from inflation. 


Some people have held gold on 
a purely speculative consideration 
that manifests itself from time to 
time — that the U. S. Treasury 
might increase the official gold 
price. Gold producers, who have 
been faced with a steadily growing 
squeeze between a stable official 
price and rising costs of production, 
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have urged such a move. This re- 
commendation has also been urged 
by a number of informed observers 
of the international scene; the lat- 
ter regard it as a means of increas- 
ing official reserves of gold and 
foreign exchange and of strengthen- 
ing the pattern of foreign trade. 
As a matter of fact, support for 
this proposal came last year from 
the then Chancellor of the Ex- 
chequer of the United Kingdom on 
the occasion of a meeting of the 
Governors of the International 
Monetary Fund. 


The United States has opposed 
an increase in the price of gold be- 
cause it would entail an inflation- 
ary expansion of the U. S. banking 
system’s monetary base and would 
be unintentionally selective in its 
effects on individual countries. 
This would include countries with 
large gold reserves and those with 
a large output—including Russia. 

“There seems good reason to be- 
lieve,” concludes the Business Re- 
view, “that, with continued growth 
in their gold and foreign exchange 
reserves, other countries may follow 
the example of the Benelux Union, 
Germany and Canada, and grad- 
ually relax their restrictions against 
private transactions in gold.” 





Why the killer came 
to Powder Springs 


Tue little Texan who drifted into 
Butch Cassidy’s layout at Powder 
Springs one day in "97 had dead-level 
eyes, and two six-guns tied down for 
the fast draw. Called himself Carter. 
Said he was a killer on the run. 

So Cassidy and the outlaws in his 
notorious Wild Bunch told him all 
about the future plans for their train 
robbers’ syndicate. They took him in. 

And he took them in. He was a range 
detective whose real name was a legend 
in the West— Charlie Siringo. And the 
information he got before he quietly 
slipped away stopped the Wild Bunch 
for a long, long time. 

Of course, Siringo knew that if Cas- 
sidy or the others had discovered the 
truth, they’d have killed him sure. But 
it just never worried him any. 

Rawhide tough, he had the go-it- 
alone courage it takes to build a peace- 
able nation out of wild frontier. That 
brand of courage is part of America 
and her people—part of the country’s 
strength. And it’s a big reason why one 
of the finest investments you can lay 
hands on is America’s Savings Bonds. 
Because those Bonds are backed by 
the independence and courage of 165 
million Americans. So buy U.S. Savings 
Bonds. Buy them confidently—regularly 
—and hold on to them! 


Tt’s actually easy to save—when vou 
buy Series E Savings Bonds through 
the Payroll Savings Plan. Once you've 
signed up at your pay office, your sav- 
ing is done for you. The Bonds you 
receive pay good interest—3% a year, 
compounded half-yearly when held to 
maturity. And the longer you hold 
them, the better your return. Even 
after maturity, they go on earning 10 
years more. So hold on to your Bonds! 
Join Payroll Savings today —or buy 
Bonds where you bank. 


Safe as America— 
U.S. Savings Bonds 


The U.S. Government does not pay for this advertisement. It is donated by this publication in 
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